Supplementary  Materials 

on  the 


Taxation  of  Partnerships 
and  Corporations 


Volume  IV 

(Corporate  Reorganizations) 


David  G.  Duff 
Faculty  of  Law 
University  of  Toronto 


f  \ 

Storage 

v_ _ J 

KE 

5878 

.A7D84 

2005 


2005 


Supplementary  Materials 

on  the 

Taxation  of  Partnerships 
and  Corporations 


Volume  IV 

(Corporate  Reorganizations) 


David  G.  Duff 
Faculty  of  Law 
University  of  Toronto 


2005 


Digitized  by  the  Internet  Archive 
in  2018  with  funding  from 
University  of  Toronto 


https://archive.org/details/supplementarymat04duff 


Table  of  Contents 


Chapter  13 

Transfer  of  Property  to  a  Corporation  746 

1 .  Introduction  746 

2.  Share  Consideration  771 

3.  Non-Share  Consideration  (“Boot”)  781 

4.  Indirect  Benefit  793 

5.  Stop-Loss  Rules  796 

6.  Deemed  Capital  Property  801 

7.  Anti-Avoidance  803 

(1)  Sheltered  Gains  803 

(2)  Crystallized  Gains  808 

Chapter  14 

Tax  Deferred  Exchanges  and  Conversions  809 

1 .  Exchange  of  Shares  on  Reorganization  of  Capital  809 

2.  Convertible  Debt  820 

3.  Share  for  Share  Exchanges  831 

Chapter  15 

Amalgamations  and  Windups  842 

1 .  Amalgamations  842 

2.  Winding-up  856 

3.  Transfer  of  Losses  874 

Chapter  16 

Capital  Gains  Stripping  and  Divisive  Reorganizations  9i  i 

1.  Introduction  911 

2.  Series  of  Transactions  922 

3.  Purpose  of  Transaction,  Event,  or  Series  928 

4.  Safe  Income  943 

( 1 )  Introduction  943 

(2)  Calculation  944 

(3)  Allocation  and  Designation  948 

5.  Exceptions  959 

(1)  Introduction  959 

(2)  Related-Party  Transactions  960 

(3)  Butterfly  Reorganizations  975 

6.  General  Anti- Avoidance  Rule  1000 


1 


Chapter  13 

Transfer  of  Property  to  a  Corporation 


1.  Introduction 

INTERPRETATION  BULLETIN  IT-291  R2,  “Transfer  of  Property  to  a  Corporation 
under  Subsection  85(1)”  (September  16,  1994). 

Summary 

This  bulletin  discusses  the  rollover  provisions  of  the  Act  whereby  a  taxpayer  may  elect  to 
transfer  “eligible  property”  to  a  taxable  Canadian  corporation  in  exchange  for  consideration 
including  at  least  one  share  of  the  corporation.  “Eligible  property”  includes  capital  property  of  a 
resident  of  Canada,  Canadian  or  foreign  resource  property,  eligible  capital  property  and 
inventory,  other  than  inventory  that  is  real  property.  Where  the  taxpayer  and  the  corporation 
agree  upon  an  amount  that  does  not  exceed  the  fair  market  value  of  the  property  disposed  of  and 
is  not  less  than  the  fair  market  value  of  the  consideration  (other  than  shares  of  the  corporation  or 
a  right  to  receive  such  shares)  that  is  received,  the  agreed  upon  amount  becomes,  subject  to 
certain  specific  limitations,  the  taxpayer’s  proceeds  of  disposition  and  the  corporation’s  cost  of 
the  property.  By  choosing  an  appropriate  amount  within  those  limits  the  property  can  be 
transferred  on  a  tax-deferred  basis,  that  is,  the  corporation  assumes  the  taxpayer’s  potential 
income  tax  liabilities  for  the  property. 

Discussion  and  Interpretation 

Definitions: 

For  the  purposes  of  this  bulletin: 

All  or  substantially  all  —  when  the  level  of  90%  of  whatever  is  being  measured  is  reached,  the 
“all  or  substantially  all”  requirement  is  considered  to  have  been  met. 

Non-share  consideration  means  all  the  consideration  received  by  the  vendor  other  than  shares  of 
the  transferee  corporation  or  a  right  to  receive  such  shares. 

Share  means  a  share  or  a  fraction  of  a  share  of  the  capital  stock  of  a  corporation. 

1.  The  rules  in  subsection  85(1)  enable  a  taxpayer  (the  transferor)  to  dispose  of  “eligible 
property”  (see  4  below)  to  a  taxable  Canadian  corporation  (the  transferee),  as  explained  in  3 
below,  so  that  most,  if  not  all,  of  the  tax  consequences  which  usually  arise  on  such  a  disposition 
are  shifted  to  the  corporation  from  the  taxpayer.  The  transferor  is  permitted  to  dispose  of  the 
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property  to  the  transferee  for  an  “agreed  amount”  which  may  be  other  than  the  fair  market  value 
of  either  such  property  or  the  consideration  received  for  it.  This  “agreed  amount”,  which  is 
subject  to  the  limitations  explained  in  9  through  13  and  19  below,  generally  becomes  the 
proceeds  of  disposition  of  the  property  to  the  transferor  and  the  cost  to  the  transferee.  It  also 
establishes  the  cost  of  the  consideration  receivable  by  the  transferor  from  the  transferee  in  return 
for  the  property  transferred  to  the  transferee  (see  21  below).  Subsection  85(1)  will  apply  in  any 
case  where 

(a)  the  property  disposed  of  is  “eligible  property”  described  in  subsection  85(1.1)  (see  4 
below), 

(b)  the  transferor  and  the  transferee  make  a  valid  joint  election  in  the  form  authorized  by 
the  Minister  (T2057)  to  invoke  the  provisions  of  subsection  85(1)  (see  31  below), 

(c)  the  consideration  received  by  the  transferor  for  the  property  disposed  of  to  the 
transferee  includes  at  least  one  share  of  the  capital  stock  of  the  transferee,  and 

(d)  subsection  85(5.1)  [now  subsection  13(21.1)]  is  not  applicable  .... 

Transferor 

2.  Subsection  85(1)  applies  to  a  transferor  that  is  a  “taxpayer”.  “Taxpayer”  is  defined  in 
subsection  248(1)  to  include  any  person  whether  or  not  liable  to  pay  tax  and,  accordingly, 
includes  individuals,  corporations,  and  trusts.  (Comments  on  the  transfer  of  property  to  a 
corporation  by  a  partnership  under  subsection  85(2)  are  contained  in  the  current  version  of  IT- 
378,  Winding-up  of  a  Partnership). 

Transferee 

3.  For  subsection  85(1)  to  apply  to  a  disposition  of  property  the  transferee  must,  at  the 
time  of  the  disposition,  be  a  “taxable  Canadian  corporation”  as  defined  in  subsection  89(1). 
Basically  this  is  a  corporation  that  is  a  “Canadian  corporation”  not  exempt  from  Part  I  tax.  A 
“Canadian  corporation”  is  defined  in  subsection  89(1)  as  being  a  corporation  that  at  the  relevant 
time  is  resident  in  Canada  and  was  either  incorporated  in  Canada  or  resident  in  Canada 
throughout  the  period  commencing  June  18,  1971  and  ending  at  that  time. 

Eligible  Property 

4.  Pursuant  to  subsection  85(1.1),  “eligible  property”  for  the  purposes  of  subsection  85(1) 

means: 

(a)  a  capital  property  (other  than  real  property,  an  interest  in  real  property  or  an  option  on 
real  property,  owned  by  a  non-resident  person),  including 
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(i)  depreciable  property,  whether  or  not  of  a  prescribed  class,  (however  subsection 
85(5.1)  [now  subsection  13(21.2)]  will  preclude  the  application  of  subsection  85(1)  to 
dispositions  of  depreciable  property  of  a  prescribed  class  in  certain  instances  .  .  .,  and 

(ii)  accounts  receivable  (other  than  those  on  which  an  election  under  section  22  has 
been  made  —  see  7  below)  where  they  are  being  transferred  along  with  all  or 
substantially  all  of  the  other  assets  relating  to  a  taxpayer’s  business, 

(b)  a  capital  property  that  is  real  property,  an  interest  in  real  property  or  an  option  on  real 
property  owned  by  a  non-resident  insurer  where  that  property  and  the  property  received 
as  consideration  for  it  are  property  us  ed  by  it  in  the  year  in,  or  held  by  it  in  the  year  in 
the  course  of  (within  the  meaning  assigned  by  subsection  138(12)),  carrying  on  an 
insurance  business  in  Canada, 

(c)  a  Canadian  resource  property  (see  6  below), 

(d)  a  foreign  resource  property, 

(e)  an  eligible  capital  property, 

(f)  an  inventory  including  work  in  progress  of  a  professional  who  has  elected  under 
paragraph  34(a),  but  excluding  an  inventory  of  real  property  and,  for  dispositions  after 
December  20,  1991,  an  inventory  of  interests  in  and  options  on  real  property, 

(g)  a  property  (other  than  a  capital  property  or  an  inventory)  that  is  a  security  or  debt 
obligation  used  or  held  by  a  taxpayer  in  the  year  in  an  insurance  or  money  lending 
business, 

(h)  a  capital  property  that  is  real  property,  an  interest  or  an  option  concerning  such  capital 
property,  owned  by  a  non-resident  person  (other  than  a  non-resident  insurer)  and  used  in 
the  year  in  a  business  carried  on  by  the  non-resident  person  in  Canada,  (see  8  below)  or 

(i)  a  net  income  stabilization  account  (NISA)  Fund  No.  2,  as  defined  in  subsection 
248(1),  for  dispositions  occurring  after  1990. 

5.  For  fiscal  periods  commencing  after  1988,  inventory  of  a  taxpayer  who  follows  the 
cash  method  of  reporting  income  as  provided  in  subsection  28(1)  is  defined  to  include  the  cost  or 
value  of  the  property  that  would  have  been  relevant  in  computing  the  taxpayer’s  income  if  the 
income  from  the  business  had  not  been  computed  in  accordance  with  the  cash  method,  and  for  a 
farming  business,  includes  all  of  the  livestock  held  in  the  course  of  carrying  on  the  business.  For 
dispositions  occurring  after  July  13,  1990,  paragraph  85(l)(c.2)  provides  a  calculation  for 
determining  the  proceeds  of  disposition  of  inventory  transferred  to  a  corporation  by  a  taxpayer 
who  calculates  income  from  a  farming  business  according  to  the  cash  method.  The  amount 
determined  by  the  calculation  is  deemed  to  have  been  received  by  the  taxpayer  as  proceeds  of 
disposition  at  the  time  of  the  transfer  and  to  have  been  received  by  the  taxpayer  in  the  course  of 
carrying  on  the  farming  business  so  that  the  agreed  amount  must  be  included  in  computing  the 
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taxpayer’s  income  for  the  year  which  includes  the  date  of  the  transfer  under  subparagraph 
28(l)(a)(i).  Similarly,  where  the  inventory  is  owned  by  the  corporation  in  connection  with  a 
farming  business  and  the  corporation  calculates  its  income  using  the  cash  method,  the  amount  is 
deemed  to  be  an  amount  paid  by  the  corporation  at  the  time  of  the  transfer  and  to  have  been  paid 
in  the  course  of  its  farming  business. 

The  calculation  under  paragraph  85(l)(c.2)  is  generally  as  follows: 

(A  X  B/C)  +  D 


where 

•  A  is  the  amount  that  would  be  included  in  the  taxpayer’s  income  by  virtue  of 
paragraph  28(1  )(c)  if  the  taxpayer’s  taxation  year  had  ended  immediately  before  the 
transfer, 

•  B  is  the  value  (determined  in  accordance  with  subsection  28(1.2))  to  the  taxpayer  of 
purchased  inventory  for  which  an  election  under  subsection  85(1)  is  being  made, 

•  C  is  the  value  (determined  in  accordance  with  subsection  28(1.2))  to  the  taxpayer  of 
all  the  purchased  inventory  that  was  owned  by  the  taxpayer,  and 

•  D  is  such  additional  amount  as  the  taxpayer  and  the  corporation  designate  for  the 
inventory  transferred  to  the  corporation. 

In  effect  D  is  the  amount  that  the  taxpayer  could  have  elected  to  include  in  income  for  the  year 
under  paragraph  28(1  )(b)  for  the  transferred  inventory  if  the  year  had  ended  immediately  before 
the  transfer.  See  the  current  version  of  IT-526,  Farming  —  Cash  Method  Inventory  Adjustments, 
for  a  discussion  of  the  inventory  adjustments  under  paragraphs  28(1  )(b)  and  (c). 

♦  *  * 

7.  If  accounts  receivable  of  a  taxpayer  are  being  transferred  to  a  corporation  under 
subsection  85(1)  as  part  of  the  transfer  of  all  or  substantially  all  of  the  taxpayer’s  business  to  the 
corporation,  any  loss  on  the  sale  will  generally  be  a  capital  loss  to  the  taxpayer.  Where  the 
purchase  is  on  capital  account  and  an  election  is  filed  under  subsection  85(1),  the  transferee  is 
not  entitled  to  claim  deductions  under  paragraph  20(1  )(1)  or  (p)  for  a  reserve  for  doubtful  debts 
or  bad  debts  on  the  accounts  acquired  and  any  gain  or  loss  on  realization  of  the  accounts  is  a 
capital  gain  or  loss.  The  use  of  the  rollover  provisions  of  subsection  85(1)  precludes  the  use  of  a 
section  22  election  but  the  accounts  receivable  may  be  sold  using  section  22,  before  the  other 
assets  of  a  business  are  “rolled”  under  subsection  85(1).  See  the  current  version  of  IT- 188,  Sale 
of  Accounts  Receivable,  for  a  discussion  of  the  election  under  section  22. 

8.  An  election  under  subsection  85(1)  for  property  described  in  4(h)  above  may  be  made 

only  if 
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(a)  immediately  after  the  disposition  the  transferee  was  controlled  by 

(i)  the  transferor, 

(ii)  a  person  or  persons  related  (otherwise  than  by  reason  of  a  right  referred  to  in 
paragraph  251(5)(b))  to  the  transferor,  or 

(iii)  persons  described  in  (i)  and  (ii); 

(b)  all  or  substantially  all  of  the  property  used  in  the  business  described  in  4(h)  above  is 
disposed  of  by  the  transferor  to  the  transferee;  and 

(c)  the  disposition  was  not  part  of  a  series  of  transactions  that  resulted  in  control  of  the 
transferee  being  acquired  after  the  time  that  is  immediately  after  the  disposition. 

Where  the  relevant  conditions  are  met,  4(h)  above  will  apply  to  dispositions  occurring  after 
1989. 

Limits  for  Agreed  Amount 

9.  General  Limits  —  Subsection  85(1)  generally  provides  that  the  agreed  amount  can 
neither  exceed  the  fair  market  value  of  the  property  disposed  of  (the  upper  limit  —  paragraph 
85(1  )(c))  nor  be  less  than  the  fair  market  value  of  the  non-share  consideration  received  for  it  (the 
lower  limit  —  paragraph  85(1  )(b)).  If  the  fair  market  value  of  the  property  disposed  of  is  less 
than  the  fair  market  value  of  the  non-share  consideration  received,  the  lesser  amount  must  be  the 
agreed  amount  (see  10  below  for  an  example).  The  agreed  amount  otherwise  determined  or 
explained  under  this  paragraph  and  10  to  14  below  is  subject  to  the  overriding  provisions  of 
subsection  69(1 1)  where  the  circumstances  set  out  in  that  subsection  exist. 

Additional  Limits  —  The  agreed  amount  determined  under  the  general  limits  is  further 
subject  to  specific  limits  in  paragraphs  85(l)(c.l),  (d)  and  (e).  These  specific  limits,  which  are  in 
turn  subject  to  paragraph  85(l)(e.3)  (see  19  below),  provide  that  the  agreed  amount  is  compared 
with  the  fair  market  value  of  the  property  disposed  of.  As  a  result,  a  loss  on  disposition  of  the 
property  can  only  be  recognized  where  the  property’s  fair  market  value  at  the  time  of  disposition 
is  less  than  the  other  specified  limits  in  paragraphs  85(l)(c.l),  (d)  and  (e)  at  the  time  of 
disposition.  However,  such  loss  may  be  denied  as  a  result  of  the  application  of  subsection  85(4) 
or  (5.1)  [now  subsections  40(3.3)-(3.6)  or  subsection  13(21.2)]  .... 

I.  Interaction  of  paragraphs  85(l)(b),  (c.J)  and  (e.3) 

Paragraph  85(l)(c.l)  applies  in  the  calculation  of  the  agreed  amount  on  the  disposition  of 

•  inventory 

•  capital  property  (other  than  depreciable  property  of  a  prescribed  class  —  see  the 
comments  on  paragraph  85(1  )(e)  below) 
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•  a  security  or  debt  obligation  used  or  held  in  an  insurance  or  money  lending  business 

•  a  NISA  Fund  No.  2. 

General  Limits  —  paragraph  85(1  )(b) 

Lower  limit  —  fair  market  value  of  the  non-share  consideration  received 
Additional  Lower  Limits  —  paragraph  85(l)(c.l) 

Lesser  of 

•  fair  market  value  of  the  property  disposed  of 

•  cost  amount  of  that  property 

See  1 1  below  for  an  example  of  the  application  of  paragraph  85(l)(c.l). 

Paragraph  85(l)(e.3)  provides  (in  part)  that  the  greater  of 

•  the  amount  determined  under  paragraph  85(l)(c.l),  and 

•  the  amount  determined  under  paragraph  85(1  )(b) 
is  the  agreed  amount. 

II.  Interaction  of  paragraphs  85(l)(b),  (d)  and  (e.3) 

Paragraph  85(1  )(d)  applies  in  the  calculation  of  the  agreed  amount  on  the  disposition  of  eligible 
capital  property  of  a  business. 

General  Limits  —  paragraph  85(1  )(b) 

Lower  limit  —  fair  market  value  of  the  non-share  consideration  received 

Additional  Lower  Limits  —  paragraph  85(1  )(d) 

Least  of 

•  4/3  of  the  cumulative  eligible  capital  of  the  business 

•  fair  market  value  of  the  property  disposed  of 

•  cost  of  that  property 
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See  12  below  for  an  example  of  the  application  of  paragraph  85(1  )(d). 

The  interaction  of  paragraphs  85(1  )(d)  and  (e.3)  is  as  described  above  concerning  the  interaction 
of  paragraphs  85(l)(c.l)  and  (e.3). 

III.  Interaction  of  paragraphs  85(l)(b),  (e)  and  (e.3) 

Paragraph  85(1  )(e)  applies  in  the  calculation  of  the  agreed  amount  on  the  disposition  of 
depreciable  property  of  a  prescribed  class. 

General  Limits  —  paragraph  85(1  )(b) 

Lower  limit  —  fair  market  value  of  the  non-share  consideration  received 

Additional  Lower  Limits  —  paragraph  85(1  )(e) 

Least  of 

•  the  undepreciated  capital  cost  of  all  the  property  of  the  class 

•  fair  market  value  of  the  property  disposed  of 

•  cost  of  that  property 

See  13  below  for  an  example  of  the  application  of  paragraph  85(1  )(e). 

The  interaction  of  paragraphs  85(1  )(e)  and  (e.3)  is  as  described  above  concerning  the  interaction 
of  paragraphs  85(l)(c.l)  and  (e.3). 

Example  of  General  Limits 

10.  This  example  demonstrates  the  tax  affect  where: 

(a)  the  original  agreed  amount  and 

(b)  the  fair  market  value  of  the  consideration 

exceed 

(c)  the  fair  market  value  of  the  property  transferred. 

Assumptions 

The  type  of  eligible  property  is  not  relevant. 

Original  Agreed  Amount  $  1 00  (a) 

Fair  market  value  of  property  transferred  80  (c) 
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Consideration: 


Fair  market  value  of  non-share  consideration  received  149 

Fair  market  value  of  share  consideration  received  1 

Total  Consideration  $150  (b) 

The  agreed  amount  would  be  deemed  by  paragraph  85(1  )(b)  to  be  $149  except  that  paragraph 
85(1  )(c)  (which  deems  the  agreed  amount  to  be  $80)  takes  precedence  over  paragraph  85(1  )(b). 
The  excess  of  the  fair  market  value  of  the  total  consideration  received  over  the  fair  market  value 
of  the  property  transferred,  $70,  is  taxable  in  the  hands  of  the  transferor  as  a  benefit  pursuant  to 
subsection  15(1)  less  any  portion  which  may  be  deemed  by  subsection  84(1)  to  be  a  dividend. 
See  the  current  version  of  lT-432,  Appropriation  of  Property  to  Shareholders. 

Example  of  the  application  of paragraph  85(l)(c.l) 

11.  This  example  demonstrates  the  tax  affect  where: 

(a)  the  original  agreed  amount 
is  less  than  the  lesser  of 

(b)  the  fair  market  value  of  the  property  and 

(c)  its  cost  amount. 

Assumptions 

The  property  is  inventory  or  capital  property 
other  than  depreciable  property  of  a  prescribed  class. 

Original  Agreed  Amount  $  1 00  (a) 

Fair  market  value  of  the  property  at  the  time  of  disposition  150  (b) 


Cost  amount  to  the  transferor  at  the  time  of  disposition  120  (c) 

Consideration: 

Fair  market  value  of  non-share  consideration  received  S  90 

Fair  market  value  of  share  consideration  received  60 

Total  Consideration  $150 


The  agreed  amount  is  deemed  by  paragraph  85(l)(c.l)  to  be  $120,  the  lesser  of  the  fair  market 
value  of  the  property  and  its  cost  amount  to  the  transferor  at  the  time  of  disposition.  The 
transferor  is  thereby  prevented  from  creating  a  loss  on  the  disposition.  The  term  “;cost  amount” 
of  capital  property  or  inventory,  as  discussed  in  this  example,  is  defined  in  subsection  248(1)  as 
being  respectively  the  adjusted  cost  base  or  its  value  at  the  time  of  disposition  as  determined  for 
the  purpose  of  computing  the  transferor’s  income. 
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Example  of  the  application  of paragraph  85(l)(d) 

12.  This  example  demonstrates  the  tax  affect  where: 
(a)  the  original  agreed  amount 
is  less  than  the  least  of 


(b)  the  fair  market  value  of  the  property 


(c)  its  cost  and 

(d)  four-thirds  of  the  cumulative  eligible  capital  of  the  relevant  business. 


Assumptions 

The  taxpayer  has  only  one  business. 

The  property  is  eligible  capital  property. 

Original  Agreed  Amount 

Fair  market  value  of  the  property  at  the  time  of  disposition 
Cost  of  the  property  to  the  taxpayer 

4/3  of  the  cumulative  eligible  capital  immediately  before  the  disposition 
Consideration: 

Fair  market  value  of  non-share  consideration  received 
Fair  market  value  of  share  consideration  received 

Total  Consideration 


$100  (a) 

180  (b) 

200  (c) 

160  (d) 


$100 

80 

$180 


The  agreed  amount  is  deemed  by  paragraph  85(1  )(d)  to  be  $160,  that  is,  the  least  of  four-thirds  of 
the  cumulative  eligible  capital,  the  cost  of  the  property  and  the  fair  market  value  of  the  property 
at  the  time  of  disposition.  There  is  therefore  no  amount  deductible  pursuant  to  paragraph 
24(1  )(a)  because  three-quarters  of  the  deemed  proceeds  of  disposition  of  $160  equals  the  balance 
of  the  cumulative  eligible  capital  immediately  before  the  disposition.  .  .  . 

Example  of  the  application  of paragraph  85(l)(e) 

12.  This  example  demonstrates  the  tax  affect  where: 

(a)  the  original  agreed  amount 

is  less  than  the  least  of 


(b)  the  fair  market  value  of  the  property 

(c)  its  cost  and 
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(d)  the  undepreciated  capital  cost  (UCC)  of  all  the  property  of  the  relevant  class. 


Assumptions 

The  property  is  the  remaining  depreciable  property  of  a  prescribed  class. 

The  transaction  is  not  subject  to  subsection  85(5.1)  [now  subsection  13(21.2)]  . .  . 


Original  Agreed  Amount  $  40  (a) 

Fair  market  value  of  the  property  at  the  time  of  disposition  65  (b) 

Cost  of  the  property  to  the  transferor  90  (c) 

UCC  of  all  property  of  that  class  immediately  before  the  disposition  80  (d) 


Consideration: 

Fair  market  value  of  non-share  consideration  received  $  40 

Fair  market  value  of  share  consideration  received  25 

Total  Consideration  $  65 

The  agreed  amount  is  deemed  by  paragraph  85(l)(e)  to  be  $65.  A  terminal  loss  of  $40  otherwise 
arising  is  reduced  to  $15.  The  $25  difference  is  the  excess  of  the  fair  market  value  of  the 
property  ($65)  over  the  amount  originally  agreed  upon  by  the  taxpayer  and  the  corporation 
($40). 


14.  Where  more  than  one  depreciable  property  of  a  prescribed  class,  or  more  than  one 
eligible  capital  property  are  transferred  simultaneously  to  a  corporation  under  subsection  85(1), 
paragraph  85(l)(e.l)  provides  that  each  such  property  is  transferred  separately,  in  the  order 
designated  by  the  taxpayer.  If  the  taxpayer  does  not  designate  any  such  order,  the  order  is 
designated  by  the  Minister.  The  purpose  of  paragraph  85(l)(e.l),  in  providing  that  each  property 
is  transferred  separately  in  a  designated  order,  is  to  allow  a  reduction  in  the  UCC  of  the  class,  or 
the  cumulative  eligible  capital,  as  each  property  is  transferred.  The  order  in  which  properties  are 
transferred  will  only  become  significant  where  consideration  other  than  shares  is  received  on  the 
transfer,  e.g.,  where  cash  and  shares  are  included  in  the  consideration. 

The  following  is  an  example  of  the  application  of  paragraph  85(l)(e.l)  to  the  transfer  of  two 
depreciable  properties  of  the  same  prescribed  class: 

Assumptions 


Cost  of  Property  A  $100 

Fair  market  value  of  Property  A  80 

Fair  market  value  of  non-share  [consideration]  received  for  Property  A  80 

Cost  of  Property  B  $500 

Fair  market  value  of  Property  B  400 

Fair  market  value  of  non-share  [consideration]  received  for  Property  A  nil 

UCC  of  the  class  $300 
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The  taxpayer  stipulates  that  the  properties  are  to  be  transferred  at  the  minimum  allowable 
amounts  and  designates  the  order  to  be  Property  A  followed  by  Property  B.  To  achieve  the  best 
result,  the  taxpayer  should  elect  $80  for  Property  A  which,  when  deducted  from  the  UCC  of  the 
class,  leaves  a  balance  of  $220.  Property  B  would  then  be  transferred  at  an  agreed  amount  of 
$220  and  no  recapture  of  capital  cost  allowance  results.  If  the  order  of  transfer  was  Property  B 
followed  by  Property  A,  Property  B  would  have  to  be  transferred  at  an  amount  of  $300  and  the 
UCC  of  the  class  would  be  reduced  to  nil.  Property  A  cannot  be  transferred  at  an  agreed  amount 
of  nil  because  of  the  non-share  consideration  of  $80  received  for  it.  Property  A  must  therefore  be 
transferred  at  an  amount  of  $80  pursuant  to  paragraphs  85(1  )(b)  and  85(l)(e.3)  and  recapture  of 
capital  cost  allowance  of  $80  results. 

15.  It  may  be  desirable  to  have  a  corporation,  which  is  owned  by  two  or  more  taxable 
Canadian  corporations,  transfer  an  undivided  interest  in  its  properties  to  these  owner 
corporations.  Provided  that  the  conditions  described  in  subsection  85(1)  are  met  (see  1,  3  and  4 
above)  and  provided  that  the  transaction  is  not  one  to  which  subsection  85(5.1)  is  applicable  (see 
22  below),  a  property  may  be  transferred  pursuant  to  subsection  85(1)  to  the  owner  corporations 
m  such  a  manner  that  the  percentage  interest  in  the  property  of  each  owner  corporation  is  the 
same  as  its  percentage  of  the  ownership  of  the  transferor.  An  example  of  the  application  of 
subsection  85(1)  to  such  a  transaction  follows: 

Assumptions: 

A  Co  and  B  Co  have  owned  the  shares  of  C  Co  in  the  ratio  of  60:40  for  a  number  of  years.  C 
Co’s  sole  asset  is  land  having  a  cost  of  $1,000  and  a  fair  market  value  of  $2,000.  The  land,  which 
is  eligible  property,  is  to  be  transferred  at  its  cost  and  in  such  a  manner  that  A  Co  and  B  Co  will 
have  a  60%  and  40%  undivided  interest  in  it  respectively. 

A  Co  will  give  consideration  to  C  Co  having  a  fair  market  value  of  $  1 ,200  —  ($600  in  each  of 
share  consideration  and  non-share  consideration).  B  Co  will  give  consideration  to  C  Co  having  a 
fair  market  value  of  $800  —  ($40  0  in  each  of  share  consideration  and  non-share  consideration). 

For  the  purposes  of  subsection  85(1),  elections  may  be  made  by  C  Co  and  A  Co  at  an  agreed 
amount  of  $600and  by  C  Co  and  B  Co  at  an  agreed  amount  of  $400.  In  this  way  interests  in  a 
particular  property  may  be  transferred  to  more  than  one  corporation  pursuant  to  subsection  85(1). 

In  like  manner,  an  undivided  interest  in  a  depreciable  property  or  an  eligible  capital  property  can 
be  transferred  from  a  corporation  to  the  taxable  Can  adian  corporations  that  own  the  corporation 
at  respectively  the  undepreciated  capital  cost  or  the  cumulative  eligible  capital. 

16.  Where,  after  June  30,  1988,  a  taxpayer  transfers  property  to  a  corporation  under 
subsection  85(1)  and  the  fair  market  value  of  the  property  that  is  transferred  to  the  corporation 
exceeds  the  greater  of: 

(a)  the  fair  market  value  of  the  consideration  received  by  the  taxpayer  and 

(b)  the  amount  agreed  upon  by  the  taxpayer  and  the  corporation 
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the  provisions  of  paragraph  85(l)(e.2)  will  operate  to  increase  the  amount  otherwise  agreed  upon 
if  it  is  reasonable  to  regard  any  part  of  the  excess  as  a  benefit  that  the  taxpayer  desired  to  confer 
on  a  person  related  to  the  taxpayer. 

17.  For  dispositions  occurring  after  June  1988,  paragraph  85(l)(e.2)  does  not  apply 
where  a  taxpayer  transfers  property  to  a  wholly  owned  corporation  of  the  taxpayer  for 
consideration  and  at  an  agreed  amount  that  is  less  than  the  fair  market  value  of  the  property. 
“Wholly  owned  corporation”  is  defined  in  subsection  85(1.3). 

18.  The  fair  market  value  of  the  consideration  received  by  the  taxpayer  in  subparagraph 
85(l)(e.2)(i)  refers  to  all  consideration,  including  the  value  of  consideration  received  in  the  form 
of  shares  of  the  corporation. 

19.  Paragraph  85(l)(e.3)  provides  that  where  the  amount  deemed  to  be  the  agreed  amount 
pursuant  to  paragraph  85(l)(c.l),  (d)  or  (e)  is  greater  or  less  than  the  amount  deemed  to  be  t  he 
agreed  amount  pursuant  to  paragraph  85(l)(b),  subject  to  paragraph  85(l)(c),  the  agreed  amount 
is  deemed  to  be  the  greater  of  the  two  amounts.  For  example,  the  agreed  amount  in  1 1  above  is 
deemed  by  paragraph  85(l)(c.l)  to  be  $120.  However,  if  the  non-share  consideration  received 
for  the  property  is  $150,  this  latter  amount  is  deemed  by  paragraphs  85(1  )(b)  and  (e.3)  to  be  the 
agreed  amount.  Paragraph  85(1  )(c)  has  no  application  because  the  amount  deemed  by  paragraph 
85(l)(e.3)  to  be  the  agreed  amount  is  not  greater  than  the  fair  market  value  of  the  property  at  the 
time  of  disposition. 

20.  For  taxation  years  and  fiscal  periods  commencing  after  June  17,  1987  that  end  after 
1987,  paragraph  85(l)(e.4)  provides  that  where,  in  non-arm’s  length  transactions,  the  transferor 
disposes  of  a  passenger  vehicle  (as  defined  in  subsection  248(1))  which  had  an  actual  cost  to  the 
transferor  of  more  than  $20,000,  or  such  other  amount  as  may  be  prescribed  in  subsection 
7307(1)  of  the  Regulations,  the  agreed  a  mount,  except  for  the  purposes  of  subsection  6(2),  shall 
be  deemed  to  be  equal  to  the  UCC  of  the  vehicle  to  the  transferor  immediately  before  the 
disposition.  This  rule  supersedes  the  more  general  rule  in  paragraph  85(1  )(e)  for  depreciable 
property  of  a  prescribed  class  (see  9  and  13  above).  The  current  version  of  IT-419,  Meaning  of 
Arm ’s  Length  contains  comments  on  whether  a  taxpayer  is  dealing  at  arm’s  length  with  a 
corporation. 

Subsection  7307(1)  of  the  Regulations  prescribes  the  following  amounts: 

(a)  for  an  automobile  acquired  after  August  1989  and  before  1991,  $24,000  and 

(b)  for  an  automobile  acquired  after  1990,  $24,000  plus  the  Goods  and  Services  Tax  and 

Provincial  Sales  Tax  payable  had  the  automobile  been  acquired  for  $24,000. 
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Cost  to  Transferor  of  Consideration  Received  from  the  Corporation 

21.  For  purposes  of  determining  the  cost  of  any  property  received  as  consideration  by  the 
transferor,  the  agreed  amount  a  s  determined  by  subsection  85(1)  is  allocated  by  paragraphs 
85(l)(f),  (g)  and  (h)  as  follows  (assuming  that  only  one  type  of  non-share  consideration,  and  one 
class  of  either  preferred  or  common  shares,  or  one  class  of  both,  are  received): 

(a)  non-share  consideration  —  the  cost  is  deemed  to  be  the  lesser  of  the  fair  market  value 
of  non-share  consideration  received  and  the  fair  market  value  of  the  transferred  property, 

(b)  preferred  shares  —  the  cost  is  deemed  to  be  the  lesser  of  the  excess  of  the  agreed 
amount  over  the  fair  market  value  of  non-share  consideration  and  the  fair  market  value  of 
all  preferred  shares  receivable  by  the  transferor  as  consideration  for  the  disposition,  and 

(c)  common  shares  —  the  cost  is  deemed  to  be  the  balance  of  the  agreed  amount  after 
deducting  the  portions  attributed  to  the  non-share  consideration  and  the  preferred  shares. 

Paragraphs  85(1  )(f),  (g)  and  (h)  also  provide  rules  for  allocating  costs  amongst  the  various 
properties  received  as  consideration  where  more  than  one  type  of  non-share  consideration,  or 
more  than  one  class  of  either  preferred  or  common  shares,  or  both,  are  received. 

*  * 


Contribution  of  Capital 

26.  Where  subsection  85(1)  applies  to  a  transfer  of  property  which  results  in  a 
contribution  of  capital  to  the  transferee  corporation,  no  adjustment  to  the  adjusted  cost  base  of 
any  shares  of  that  corporation  is  permitted  under  paragraph  53(1  )(c).  For  example,  where  eligible 
property  which  has  a  fair  market  value  equal  to  $100  is  transferred  at  an  agreed  amount  of  $100 
in  exchange  for  one  preferred  share  with  a  paid-up  capital  and  a  redemption  amount  of  $  1 0,  the 
$90  difference  is  not  a  contribution  of  capital  which  can  be  added  to  the  adjusted  cost  base  of  the 
preferred  share. 

Reduction  of  Paid-up  Capital 

27.  Subsection  85(2.1)  is  an  anti-avoidance  rule  that  is  intended  to  prevent  the  removal  of 
taxable  corporate  surpluses  as  a  tax-free  return  of  capital  in  circumstances  where  sections  84.1 
and  212.1  do  not  apply.  (See  the  current  version  of  IT-489,  Non-Arm ’s  Length  Sale  of  Shares  to 
a  Corporation  for  a  discussion  of  sections  84.1  and  212.1.)  Subsection  85(2.1)  applies  where 
property  is  transferred  to  a  corporation  pursuant  to  subsection  85(1)  or  (2)  and  the  paid-up 
capital  of  the  share  consideration  exceeds  the  cost  to  the  corporation  of  the  property  less  the  fair 
market  value  of  any  non-share  consideration.  In  any  such  case,  paragraph  85(2.  l)(a)  requires  the 
paid-up  eapital  of  the  shares  of  the  eorporation  to  be  reduced  by  the  amount  of  the  excess.  The 
paid-up  capital  reduction  is  allocated  among  the  classes  of  shares  of  the  corporation  based  upon 
the  increase  to  their  respective  stated  capitals  under  the  relevant  corporate  law  as  a  result  of  the 
transfer. 
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An  example  of  the  application  of  paragraph  85(2.  l)(a)  is  as  follows; 


Assumptions 


The  property  is  other  than  shares  described  in  section  84.1  or  2 12. 1 . 
Fair  market  value  of  the  property  transferred 
Cost  of  property  to  the  transferor 
Agreed  Amount 

Stated  capital  for  corporate  purposes  of  the  shares  issued 


$125 

100 

100 

60 


Consideration: 


Fair  market  value  of  non-share  consideration  received 
Fair  market  value  of  share  consideration  received 


$  65 
60 


Total  Consideration 


$125 


Pursuant  to  paragraph  85(2.  l)(a)  the  decrease  in  the  paid-up  capital  arising  from  the  transaction 
is  $25  being  the  amount  by  which  the  increase  in  the  s  tated  capital  exceeds  the  excess  of  the 
agreed  amount  over  the  fair  market  value  of  the  non-share  consideration  received. 

Deemed  Capital  Cost  Allowance 

28.  Where  the  rules  in  subsection  85(1)  .  .  .  [or]  (2)  .  .  .  have  applied  to  a  disposition  of 
depreciable  property  and  the  capital  cost  to  the  transferor  exceeds  the  transferor’s  proceeds  of 
disposition,  subsection  85(5)  applies  for  the  purposes  of  sections  13  and  20  and  any  regulations 
made  under  paragraph  20(1  )(a)  to  deem 

(a)  that  the  capital  cost  of  the  property  to  the  transferee  is  the  amount  that  was  the  capital 
cost  to  the  transferor,  and 

(b)  that  the  excess  has  previously  been  allowed  to  the  transferee  as  capital  cost 
allowance. 

Subsequent  Dispositions  of  Eligible  Capital  Property 

29.  Paragraph  85(l)(d.l)  applies  where  a  taxpayer  has  disposed  of  eligible  capital 
property  to  a  corporation  and  subsequently  the  corporation  disposes  of  eligible  capital  proper!  y. 
The  paragraph  applies  to  add  an  amount  to  that  otherwise  determined  for  Q  in  the  definition 
“cumulative  eligible  capital”  in  subsection  14(5)  to  determine  the  amount  to  be  included  under 
paragraph  14(l)(b)  in  computing  the  corporation’s  income.  The  amount  to  be  added  is 
determined  by  the  formula 


AxB/C 


where 
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•  A  is  the  amount,  if  any,  determined  for  Q  in  the  definition  “cumulative  eligible 
capital”  in  subsection  14(5)  for  the  taxpayer’s  business  immediately  before  the  time 
of  the  disposition, 

•  B  is  the  fair  market  value  immediately  before  the  time  of  disposition  of  the  eligible 
capital  property  disposed  of  to  the  corporation  by  the  taxpayer,  and 

•  C  is  the  fair  market  value  immediately  before  the  time  of  disposition  of  all  eligible 
capital  property  of  the  taxpayer  for  the  business. 

Paragraph  85(l)(d.l)  applies  to  dispositions  of  property  to  a  corporation  occurring  after  the 
commencement  of  the  corporation’s  firs  t  taxation  year  after  June  1988. 

General  Anti-Avoidance  Rule 

t 

30.  The  current  version  of  Information  Circular  88-2,  General  Anti-Avoidance  Rule, 
discusses  a  number  of  examples  which  illustrate  the  use  of  subsection  85(1)  and  comments  on 
the  application  of  subsection  245(2)  thereto.  These  examples  include  Divisive  Reorganizations 
(Butterflies),  Consolidation  of  Profits  and  Losses  in  a  Corporate  Group,  Estate  Freezes, 
Incorporation  of  a  Proprietorship  ,  Part  IV  Tax  on  Taxable  Dividends  Received,  and  Transfer  of 
Land  Inventory. 

Administrative  Information 

31.  See  the  current  version  of  Information  Circular  76-19,  Transfer  of  Property  to  a 
Corporation  under  Section  85,  for  information  and  guidance  in  making  a  valid  election. 

Share  for  Share  Transfer 

32.  Pursuant  to  paragraph  85.1(2)(c),  the  rules  provided  in  section  85.1  (regarding  a  share 
for  share  exchange)  do  not  apply  where  an  election  under  subsection  85(1)  has  been  made. 


INFORMATION  CIRCULAR  76-1 9R3,  “Transfer  of  Property  to  a  Corporation  Under 
Section  85”  (June  17,  1996). 

Property  Transferred 

1.  Subsection  85(1)  permits  a  taxpayer,  and  subsection  85(2)  permits  all  members  of  a 
partnership  to  elect  to  defer  all  or  part  of  the  income  which  would  otherwise  arise  on  the  transfer 
of  certain  types  of  property  to  a  taxable  Canadian  corporation.  This  section  provides  that  you,  as 
the  taxpayer,  can  make  the  transfer  at  an  agreed  amount  on  which  the  Act  imposes  various 
limitations.  You  have  to  elect  a  dollar  amount,  as  opposed  to  making  a  descriptive  election,  in 
setting  the  agreed  amount  for  the  purposes  of  subsection  85(1).  You  may  amend  (see  paragraph 
15)  but  you  cannot  revoke  an  election  filed  under  section  85. 
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2.  The  rules  in  section  85  apply  to  each  property  transferred.  Accordingly,  if  the  parties 
intended  but  failed  to  include  a  particular  property  transferred  when  filing  an  original  election 
form,  we  will  consider  that  the  transferor  disposed  of  the  omitted  property  for  proceeds  equal  to 
the  fair  market  value.  However,  according  to  subsection  85(7)  or  85(7.1),  the  parties  may  file  an 
additional  election  for  that  property  after  the  date  the  election  was  otherwise  due  (see  paragraph 
15). 


3.  Although  Form  T2057,  Election  on  Disposition  of  Property  by  a  Taxpayer  to  a 
Taxable  Canadian  Corporation,  and  Form  T2058,  Election  on  Disposition  of  Property  by  a 
Partnership  to  a  Taxable  Canadian  Corporation,  require  a  specific  and  adequate  description  of 
each  property  transferred,  the  parties  to  the  election  can  exercise  some  discretion  when 
transferring  many  properties.  For  example,  if  you  are  transferring  all  the  depreciable  properties 
of  a  prescribed  class,  it  is  not  necessary  to  list  each  property,  or  show  the  consideration  for  each 
on  the  election  form.  Instead,  you  have  to  indicate  on  the  form  only  the  total  fair  market  value  of 
the  properties,  the  lesser  of  the  undepreciated  capital  cost  and  the  cost  of  the  properties,  the  fair 
market  value  of  the  consideration  received,  and  the  agreed  amount  for  the  whole  class.  However, 
you  must  retain  supporting  schedules.  They  are  particularly  important  to  determine  the 
designated  order  of  disposition  of  each  depreciable  property,  as  described  in  IT-291,  Transfer  of 
Property  to  a  Corporation  under  Subsection  85(1). 

4.  The  Department  will  accept  elections  reporting  a  nominal  amount  as  the  agreed 
amount  for  the  transfer  of  property,  provided  that  the  amount  is  within  the  limitations  imposed  in 
the  relevant  paragraphs  e.g.,  85(1  )(c),  (c.l),  (c.2),  (d),  and  (e). 

5.  Paragraph  85(1  )(d)  ensures  that  the  agreed  amount  for  eligible  capital  property  for  a 
business  cannot  be  less  than  the  least  of  4/3  of  the  cumulative  eligible  capital  of  that  business, 
the  cost,  and  the  fair  market  value.  When  the  lowest  of  these  amounts  is  zero  (e.g.,  earned 
goodwill  for  which  there  is  no  cost)  and  the  parties  intended  to  transfer  the  property  on  a  tax- 
deferred  basis,  the  parties  still  have  to  list  the  property  on  Form  T2057  and  state  a  nominal 
amount.  If  the  parties  transfer  goodwill  and  do  not  include  it  on  the  prescribed  form,  we  will 
consider  it  to  be  disposed  of  at  its  fair  market  value.  It  may  be  possible  to  avoid  this  tax 
consequence  by  filing  a  late  election  (see  paragraphs  2  and  15  to  18).  For  more  information,  refer 
to  IT-143,  Meaning  of  Eligible  Capital  Expenditure,  and  IT-123,  Transactions  Involving  Eligible 
Capital  Property. 

6.  Forms  T2057  and  T2058  require  you  to  disclose  the  fair  market  value  of  both  the 
property  disposed  of  and  of  the  non-share  consideration  received.  You  should  keep  the  working 
papers  used  to  arrive  at  these  values. 

7.  Even  though  you  may  list  several  properties  on  a  single  election  form,  section  85 
requires  a  separate  agreed  amount  for  each  property  transferred.  The  Department  will  adjust  an 
election  form  to  disregard  all  references  to  a  transfer  of  an  ineligible  property,  without  affecting 
the  validity  of  the  other  transfers.  There  may  be  tax  consequences  in  transferring  ineligible 
properties.  Therefore,  it  is  important  to  ensure  that  you  include  only  eligible  properties  in  any 
election  filed  under  section  85. 
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Consideration  Received 


8.  Under  section  85,  the  consideration  that  the  transferor  receives  for  the  property 
transferred  to  the  corporation  has  to  include  at  least  one  share  (or  fraction  of  a  share)  of  the 
capital  stock  of  that  corporation  for  the  election  to  be  valid. 

Filing  Requirements 

9.  Form  T2057  applies  to  elections  made  under  subsection  85(1).  Transferors  must  file 
this  form  separately  from  any  income  tax  return  at  the  tax  centre  where  they  file  their  tax  returns. 
The  transferor,  or  a  person  authorized  in  writing  on  the  transferor’s  behalf,  and  the  authorized 
officer  of  the  transferee  have  to  sign  the  election  form. 

10.  Two  or  more  transferors  may  elect  to  transfer  the  same  property,  or  a  number  of 
partners  may  transfer  their  partnership  interests.  In  these  situations,  one  designated  person 
should  file  all  the  completed  T2057  forms  and  a  list  of  all  the  electing  transferors  simultaneously 
at  the  tax  centre  serving  the  transferee  corporation.  We  will  accept  the  signature  of  the  person 
that  the  transferors  authorized  to  act  on  their  behalf  if  that  person  has  provided  proof  of 
authority.  The  designated  person  has  to  provide  the  address  and  social  insurance  number,  or  the 
corporation  account  or  business  number  for  each  transferor  resident  in  Canada. 

11.  For  a  transferor  that  is  a  partnership,  one  partner  designated  by  the  partnership  should 
file  Form  T2058.  All  partners,  or  a  person  authorized  in  writing  by  the  partners  to  sign  for  them, 
has  to  sign  the  election  form,  along  with  an  authorized  officer  of  the  transferee.  We  will  accept 
the  signature  of  the  designated  partner  only  if  the  partnership  provides  proof  of  authority.  The 
partnership  has  to  file  the  election  form  separately  from  any  income  tax  return,  at  the  tax  centre 
where  the  transferee  usually  files  its  income  tax  return.  [See  comments  on  the  transfer  of 
property  to  a  corporation  by  a  partnership  under  subsection  85(2)  in  IT-378,  Winding-up  of  a 
Partnership.] 

12.  The  deadline  to  file  forms  T2057  and  T2058  is  the  earliest  date  on  which  any  of  the 
parties  to  the  election  has  to  file  an  income  tax  return  for  the  taxation  year  in  which  the  transfer 
occurred.  Under  subsection  150(1),  an  individual  has  to  file  an  income  tax  return  for  the  calendar 
year  in  which  the  individual  disposed  of  a  capital  property,  or  has  a  taxable  capital  gain.  For 
property  other  than  capital  property,  we  have  to  consider  any  election  under  subsection  25(1)  or 
99(2)  that  extends  the  fiscal  period  of  either  an  individual  proprietor  who  disposed  of  a  business, 
or  an  individual  member  of  a  terminated  partnership. 

13.  The  parties  to  an  election  have  to  provide  all  the  information  required  by  the  forms, 
obtain  the  appropriate  signatures,  and  pay  any  late-filing  penalties  when  filing  the  forms.  All 
parties  should  ensure  that  they  file  their  election  on  the  most  recent  version  of  the  prescribed 
form  (available  from  their  tax  services  office). 

14.  The  relevant  forms  provide  more  details  on  filing  requirements. 
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Late  and  Amended  Elections 


15.  Under  subsection  85(7),  you  can  make  an  election  up  to  three  years  after  the  filing 
deadline  referred  to  in  paragraph  12.  Subsection  85(7.1)  provides  that  you  can  file  an  election 
more  than  three  years  after  the  original  due  date,  or  amend  an  election  at  any  time  if,  in  the 
opinion  of  the  Minister,  the  circumstances  giving  rise  to  the  late  or  amended  election  are  just  and 
equitable.  The  Minister  delegates  the  authority  to  accept  these  late  and  amended  elections  to  the 
directors  of  tax  services  offices.  You  or  your  representative  should  file  a  late  or  amended 
election,  provided  under  subsection  85(7.1),  at  the  transferor’s  tax  services  office,  together  with 
a  written  request  to  the  Minister  to  accept  the  election.  The  request  should  provide  the  reasons 
why  you  consider  that  it  is  just  and  equitable  to  accept  the  election.  If  you  do  not  include  these 
reasons,  the  Department  will  not  process  the  election.  You  also  have  to  pay  an  estimate  of  the 
applicable  penalty  when  making  the  election  (refer  to  paragraph  21). 

16.  We  will  generally  accept  an  amended  election  under  subsection  85(7.1)  if  its  purpose 
is  to  revise  an  agreed  amount,  and  without  this  revision,  there  would  be  unintended  tax 
consequences  for  the  taxpayers  involved.  We  will  permit  revisions  to  correct  an  error,  omission, 
or  oversight  made  at  the  time  of  the  original  election.  However,  we  will  not  permit  revisions 
when,  in  the  Department’s  view,  the  main  purpose  of  the  amended  election  is: 

(a)  retroactive  tax  planning,  such  as  taking  advantage  of  losses  or  tax  credits  not 
considered  when  the  election  was  originally  filed.  In  situations  where  the  changes  are 
partly  retroactive  tax  planning  and  partly  to  correct  errors,  we  will  advise  you  that  we 
will  only  accept  an  amended  election  for  the  latter; 

(b)  to  take  advantage  of  amendments  in  the  law  enacted  after  the  election  was  filed,  e.g., 
an  increase  in  the  agreed  amount  of  an  election  made  in  April  1985  to  create  a  capital 
gain  that  may  be  offset  by  a  capital  gains  deduction  under  Section  1 10.6; 

(c)  to  improperly  avoid  or  evade  tax;  or 

(d)  to  change  the  agreed  amount  in  a  statute-barred  year. 

17.  The  Department  will  accept  an  amended  election  only  if  you  or  your  representative 
originally  filed  a  valid  election  under  subsection  85(1)  or  (2).  For  example,  if,  in  the  original 
election,  consideration  received  by  the  transferor  does  not  include  at  least  one  (or  a  fraction  of 
one)  share,  it  will  not  be  a  valid  election. 

18.  Revenue  Canada  will  generally  accept  an  amended  election  when: 

(a)  it  corrects  an  inaccurate  property  valuation  that  gave  rise  to  unintended  tax 
consequences; 

(b)  it  reduces  the  agreed  amount  of  transferred  shares  to  the  correct  cost  amount  when  a 
transfer  at  cost  was  the  intention,  e.g.,  subsection  83(1)  dividends  were  omitted  when 
calculating  their  adjusted  cost  base; 
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(c)  it  corrects  situations  where  it  is  clear  that  an  amount  was  inserted  in  error,  such  as  the 
transfer  of  depreciable  property  at  its  net  book  value  instead  of  its  undepreciated  capital 
cost;  and 

(d)  it  corrects  other  situations  which  resulted  in  unintended  tax  consequences,  e.g.,  the 
application  of  section  84.1,  subsections  15(1),  84(1),  and  85(2.1),  or  paragraph 
85(l)(e.2),  when  it  is  clear  the  parties  wanted  the  rollover  without  any  immediate  tax 
consequences. 

Amended  Election  Not  Required 

19.  The  Department  will  correct  clerical  errors  without  requiring  an  amended  election. 
We  will  consider  transposition  or  typographical  errors  as  clerical  errors  only  if  they  are  obvious 
upon  our  initial  review  of  the  election  form.  We  will  not  consider  as  a  clerical  error  a  situation 
where  the  agreed  amount  equals  the  fair  market  value  of  the  property  at  the  time  of  transfer. 

20.  Paragraphs  85(1  )(b),  (c),  (c.l),  (c.2),  (d),  (e),  (e.2),  (e.3),  and  (e.4)  automatically 
adjust  the  agreed  amount  of  the  transferred  property.  In  such  cases,  you  do  not  have  to  file  an 
amended  election.  However,  we  will  need  an  amended  election  if  you  want  to  avoid  the  tax 
consequences  resulting  from  the  automatic  adjustment  to  the  agreed  amount,  subject  to  the 
comments  in  paragraphs  15  to  18  above. 

Penalty  for  Late  and  Amended  Elections 

21.  The  Department  does  not  accept  an  amended  or  late-filed  election  made  under 
subsection  85(7)  or  (7.1),  unless  the  transferor  calculates  and  pays  the  estimated  penalty  when 
filing  the  election.  We  will  subsequently  determine  and  assess  the  balance  of  the  penalty  the 
transferor  has  to  pay  without  delay.  If  we  accept  a  late  or  amended  election,  the  penalty, 
calculated  pursuant  to  subsection  85(8),  is  the  lesser  of; 

(a)  one-quarter  of  1%  of  the  excess  of  the  property’s  fair  market  value  at  the  time  of  the 
disposition  over  the  agreed  amount  for  each  month  or  part  of  a  month  after  the  election’s 
original  due  date  and  before  the  filing  of  the  late  or  amended  election;  and 

(b)  $100  for  each  month  or  part  of  a  month  referred  to  above,  to  a  maximum  of  $8,000. 

22.  The  penalty  described  in  paragraph  21  is  subject  to  the  provisions  of  subsection 
220(3.1).  For  details  on  the  cancellation  or  waiver  of  any  penalty,  see  Information  Circular  92-2, 
Guidelines  for  the  Cancellation  And  Waiver  Of  Interest  And  Penalties. 

Benefit  Conferred  on  Related  Person 

23.  Paragraph  85(l)(e.2)  prevents  you  as  the  taxpayer  from  using  subsection  85(1)  to 
confer  a  benefit  on  a  person  related  to  you.  If  the  fair  market  value  of  the  transferred  property 
immediately  before  the  disposition  exceeds  the  fair  market  value  of  all  the  consideration  taken 
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back,  the  agreed  amount  will  be  increased  by  the  portion  of  this  excess  that  can  reasonably  be 
regarded  as  a  benefit  conferred  on  a  person  related  to  you.  This  rule  applies  except  for  the 
purpose  of  determining  the  cost  to  you  of  the  shares  of  the  transferee  corporation  you  received  as 
consideration  for  the  transferred  property.  Transfers  to  a  corporation  that  was  a  wholly  owned 
corporation  of  the  taxpayer  immediately  after  the  disposition  will  not  be  subject  to  paragraph 
85(l)(e.2)  “benefit  conferred  to  a  related  person.  ”  In  these  circumstances  no  benefit  will  be 
considered  to  have  been  conferred  even  though  the  fair  market  value  of  the  transferred  property 
exceeds  the  fair  market  value  of  the  consideration  received.  Subsection  85(1.3)  defines  the  term 
“  wholly  owned  corporation.” 

24.  The  potential  deferred  tax  liability  in  the  hands  of  the  transferee  does  not  reduce  the 
fair  market  value  of  the  transferred  property.  You  should  consider  this  when  you  determine  the 
amount  of  consideration  that  has  to  be  taken  back  to  ensure  that  paragraph  85(l)(e.2)  does  not 
apply.  Generally,  we  will  not  apply  paragraph  85(l)(e.2)  when  you  satisfy  all  the  following 
conditions: 


•  the  transferor  takes  back  retractable  preference  shares  having  a  retraction  amount 
equal  to  the  fair  market  value  of  the  transferred  property  less  any  other  consideration 
taken  back; 

•  the  net  fair  market  value  of  the  transferee  corporation  is  not  less  than  the  retraction 
amount  of  the  retractable  shares  immediately  after  the  transfer;  and 

•  the  rights,  conditions,  and  characteristics  of  the  shares  are  such  that  they  maintain 
their  value  until  they  are  redeemed. 

For  clarification  purposes,  “retractable  shares”  are  shares  that  are  redeemable  at  the  option  of  the 
holder. 

Deemed  Dividends  and  Appropriations 

25.  A  person  transferring  property  to  a  corporation  shall  receive  consideration  which 
includes  shares,  or  a  fraction  of  a  share,  of  a  class  of  the  capital  stock  of  that  corporation.  This 
transfer  may  result  in  an  increase  in  paid-up  capital  that  is  more  than  the  increase  in  the  value  of 
the  corporation’s  net  assets.  In  such  a  situation,  for  property  disposed  of  before  November  22, 
1985,  all  the  shareholders  of  that  class  of  shares  are  deemed  to  have  received  a  dividend 
according  to  subsection  84(1).  After  November  21,  1985,  when  the  taxpayer  transfers  property  to 
a  corporation  under  subsection  85(1)  or  (2),  and  the  paid-up  capital  of  the  share  consideration  is 
greater  than  the  cost  to  the  corporation  of  the  property  (less  the  fair  market  value  of  any  non¬ 
share  consideration),  subsection  85(2.1)  will  apply  to  reduce  the  paid-up  capital  of  the  shares  by 
the  amount  of  the  excess.  As  a  result,  we  will  take  into  account  the  reduction  in  paid-up  capital 
under  subsection  85(2.1)  in  determining  the  amount  of  any  deemed  dividend  under  subsection 
84(1)  for  the  same  transaction.  In  such  situations,  where  the  total  fair  market  value  of  the 
consideration  is  more  than  the  fair  market  value  of  all  the  properties  transferred,  subsection  15(1) 
applies,  except  for  any  amount  that  was  already  included  in  income  under  subsection  84(1).  For 
more  details  and  examples,  see  IT-432,  Benefits  Conferred  on  Shareholders,  and  IT-291, 
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Transfer  of  Property  to  a  Corporation  under  Subsection  85(1).  For  information  concerning  paid- 
up  capital,  refer  to  IT-463,  Paid-up  Capital. 

Price  Adjustment  Clauses 

26.  IT- 169,  Price  Adjustment  Clauses,  states  the  conditions  under  which  the  Department 
will  reeognize  a  price  adjustment  clause  for  property  transferred  in  a  non- arm’s- length 
transaction.  However,  a  price  adjustment  clause  does  not  automatically  amend  a  section  85 
election.  In  order  to  give  effect  to  a  price  adjustment  clause,  you  have  to  file  an  amended 
election  under  subsection  85(7.1).  An  acceptable  price  adjustment  clause  has  to  adjust  the  price 
of  the  property  transferred  and  the  consideration  received,  not  the  quantity  of  the  property 
transferred.  The  terms  “amount”  and  “fair  market  value”  in  section  85  must  be  interpreted  as 
fixed  and  specific  dollar  figures  at  the  date  of  transfer,  not  formulas  that  can  determine  or  adjust 
an  amount  later.  A  price  adjustment  clause  cannot  change  these  figures  retroactively. 

*  *  * 


David  G.  Duff,  “Rollover  of  Property  to  a  Corporation:  Subsections  85(1)  and  (2)” 

1.  Eligibility  for  Rollover 
Subsection  85(1)  applies  where 

•  a  taxpayer  (individual,  corporation  or  trust)  disposes  of  “eligible  property”  [as  defined 
in  subsection  85(1.1)  to  include,  among  other  things,  capital  property,  eligible  capital 
property,  and  inventory  (“other  than  real  property,  an  interest  in  real  property  or  an 
option  in  respect  of  real  property”)]; 

•  the  “eligible  property”  is  disposed  of  to  a  taxable  Canadian  corporation  [as  defined  in 
subsection  89(1)]; 

•  the  “eligible  property”  is  disposed  of  “for  consideration  that  includes  shares  of  the 
capital  stock  of  the  corporation”;  and 

•  the  taxpayer  and  the  corporation  have  jointly  elected  “in  prescribed  form”  and  in 
accordance  with  subsection  85(6)  (which  is  the  earliest  of  the  days  on  or  before  which 
any  taxpayer  making  the  election  is  required  to  file  a  tax  return  for  the  taxpayer’s 
taxation  year  in  which  the  disposition  occurred). 

Subsection  85(2)  provides  a  similar  rollover  to  partnerships  transferring  “eligible  property”  to  a 
corporation. 
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2.  Consequences 

1 .  The  amount  elected  by  the  taxpayer  and  the  corporation  is  deemed  to  be  the  proceeds  of 
disposition  of  the  property  to  the  taxpayer  and  the  cost  of  the  property  to  the  corporation 
[85(l)(a)]: 

E  =  Pt  =  Cc 

2.  The  cost  of  any  non-share  consideration  (“boot”)  received  by  the  taxpayer  in  consideration 
for  the  transfer  is  deemed  to  be  the  lesser  of  its  fair  market  value  and  the  proportion  of  the 
fair  market  value  of  the  property  disposed  of  to  the  corporation  by  the  taxpayer  that  the  fair 
market  value  of  the  particular  property  is  of  the  fair  market  value  of  all  non-share 
consideration  received  as  consideration  for  the  disposition  [85(1  )(f)]: 

Cb  =  lesser  of  B  and  FMV  x  (B  /  Bah) 

3.  The  cost  of  preferred  shares  of  any  class  receivable  by  the  taxpayer  as  consideration  for  the 
disposition  is  deemed  to  be  the  lesser  of  the  fair  market  value  of  those  shares  immediately 
after  the  disposition  and  the  proportion  of  the  amount  by  which  the  proceeds  of  disposition  of 
the  property  disposed  of  to  the  corporation  exceed  the  fair  market  value  of  all  non-share 
consideration  received  by  the  taxpayer  for  the  disposition  that  the  fair  market  value  of  the 
preferred  shares  of  a  particular  class  is  of  the  fair  market  value  of  all  preferred  shares 
receivable  by  the  taxpayer  as  consideration  for  the  disposition  [85(1  )(g)]: 

Cps  =  lesser  of  PS  and  (Pj  -  Bah)  x  (PS  /  PSah) 

3.  The  cost  of  common  shares  of  any  class  receivable  by  the  taxpayer  as  consideration  for  the 
disposition  is  deemed  to  be  the  lesser  of  the  fair  market  value  of  those  shares  immediately 
after  the  disposition  and  the  proportion  of  the  amount  by  which  the  proceeds  of  disposition  of 
the  property  disposed  of  to  the  corporation  exceed  the  total  of  the  fair  market  value  of  all 
non-share  consideration  received  by  the  taxpayer  and  the  cost  to  the  taxpayer  of  all  preferred 
shares  receivable  by  the  taxpayer  as  consideration  for  the  disposition  that  the  fair  market 
value  of  the  common  shares  of  a  particular  class  is  of  the  fair  market  value  of  all  common 
shares  receivable  by  the  taxpayer  as  consideration  for  the  disposition  [85(1  )(h)]: 


Ccs  —  lesser  of  CS  and  (Pj  -  Bah  -  Cps(ah))  x  (CS  /  CSah) 


3.  Limits  on  Elected  Amount 
A.  No  “Boot” 

1 .  The  elected  amount  cannot  be  greater  than  the  fair  market  value  of  the  property  disposed  of 
to  the  corporation  [85(1  )(c)]: 


E<FMV 
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2.  The  elected  amount  cannot  be  less  than  the  lesser  of  the  cost  of  the  property  to  the  taxpayer 
and  the  fair  market  value  of  the  property  disposed  of  to  the  corporation  [85(l)(c.l),(d),(e)]: 

E  >  lesser  of  Ct  and  FMV 

3.  Putting  the  rules  in  paragraphs  85(1  )(c),  (c.l),  (d),  and  (e)  together,  it  follows  that: 

FMV  >  E  >  lesser  of  Ct  and  FMV 

Consequently 

(1)  if  FMV  >  Ct:  FMV  >  E  >  Ct 

(2) ifCT>FMV:  E  =  FMV 

B.  “Boot" 

1 .  Subject  to  the  rule  in  paragraph  85(1  )(c),  the  taxpayer  and  the  corporation  cannot  elect  an 
amount  less  than  the  fair  market  value  of  consideration  other  than  shares  in  the  capital  stock 
of  the  corporation  or  a  right  to  receive  such  shares  received  by  the  taxpayer  in  exchange  for 
the  property  disposed  of  to  the  corporation  (“boot”)  [85(1  )(b)]: 

E>B 

2.  Subject  to  the  overriding  rule  that  the  elected  amount  cannot  be  greater  than  the  fair  market 
value  of  the  property  disposed  of  [85(l)(c)],  the  taxpayer  cannot  elect  an  amount  less  than 
the  greater  of:  (i)  the  lesser  of  the  cost  of  the  property  to  the  taxpayer  and  the  fair  market 
value  of  the  property  disposed  of,  and  (ii)  the  fair  market  value  of  the  “boot”  [85(l)(e.3)]: 

E  >  greater  of  [lesser  of  Ct  and  FMV]  and  B 

3.  Putting  the  two  rules  in  paragraphs  85(1  )(b)  and  (e.3)  together  with  the  rules  in  paragraph 
85(1  )(c),  (c.l),  (d),  and  (e),  it  follows  that: 

FMV  >  E  >  greater  of  [lesser  of  Ct  and  FMV]  and  B 
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Consequently 

(l)ifFMV>CT>B: 

FMV  >  E  >  Ct 

(2)  ifFMV>B>CT: 

FMV  >  E  >  B 

(3)ifCT>FMV>B: 

E  =  FMV 

(4)  ifCT>B>FMV: 

E  =  FMV 

(5)  ifB>CT>FMV: 

E  =  FMV 

(6)  ifB>FMV>CT: 

FMV  >  E  >  Ct 

4.  Deemed  Dividends  and  Shareholder  Benefits 

1 .  Where  the  paid  of  capital  in  respect  of  a  class  of  shares  is  increased  as  a  result  of  the 
acquisition  by  the  corporation  of  property  subject  to  a  rollover  under  subsection  85(1)  or  (2), 
the  paid-up  capital  is  reduced  by  the  amount  the  increase  in  the  paid  up  capital  less  the 
amount  if  any  by  which  the  cost  of  the  property  to  the  corporation  as  determined  under 
subsection  85(1)  or  (2)  exceeds  the  fair  market  value  of  non-share  consideration  received  by 
the  taxpayer  in  exchange  for  the  property  [85(2.  l)(a)]. 

2.  Where  the  fair  market  value  of  property  (both  shares  and  non- share  consideration)  received 
by  the  taxpayer  in  consideration  for  the  transfer  on  the  disposition  exceeds  the  fair  market 
value  of  the  property  disposed  of  to  the  corporation,  the  amount  of  the  excess  is  subject  to  tax 
as  a  shareholder  benefit  under  subsection  15(1)  except  to  the  extent  that  it  is  deemed  to  be  a 
dividend  under  subsection  84(1). 

Examples 

(1)  Ct  =  100,  FMV  =  200,  B  =  50,  PS  =  150,  increase  in  PUC  =  200 

200>E>  100 

If  E  =  100,  PUC  is  reduced  by  150  (so  PUC  =50)  and  Cps  =  50 
If  E  =  200,  PUC  is  reduced  by  50  (so  PUC  =  150)  and  Cps  =  150 

(2)  Ct  =  100,  FMV  =  200,  B  =  150,  PS  =  50,  increase  in  PUC  =  200 

200>E>  150 

If  E  =  150,  PUC  is  reduced  by  200  (so  PUC  =  0)  and  Cps  =  0 
If  E  =  200,  PUC  is  reduced  by  150  (so  PUC  =  50)  and  Cps  =  50 
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(3)  Ct  =  100,  FMV  =  50,  B  =  25,  PS  =  25,  increase  in  PUC  =  50 

E  =  50 

PUC  is  reduced  by  25  (so  PUC  =  25)  and  Cps  =  25 

(4)  Ct  =  100,  FMV  =  50,  B  =  75,  PS  =  50,  increase  in  PUC  =  50 

E  =  50 

PUC  is  reduced  by  50  (so  PUC  =  0) 

Cps  =  0 

Shareholder  benefit  =  75 

(5)  Ct  =  100,  FMV  =  50,  B  =  150,  PS  =  50,  increase  in  PUC  =  50 

E  =  50 

PUC  is  reduced  by  50  (so  PUC  =  0) 

Cps  =  0 

Shareholder  benefit  =150 

(6)  Ct  =  100,  FMV  =  200,  B  =  300,  PS  =  200,  increase  in  PUC  =  200 

200>E>  100 

If  E  =  100:PUC  is  reduced  by  200  (so  PUC  =  0) 

Cps  =  0 

Shareholder  benefit  =  300 
If  E  =  200:  PUC  is  reduced  by  200  (so  PUC  =  0) 

Cps  =  0 

Shareholder  benefit  =  300 


5.  Indirect  Benefit  Rule 

Where  the  fair  market  value  of  the  property  disposed  of  by  the  taxpayer  exceeds  the  greater 
of  the  fair  market  value  of  the  (share  and  non-share)  consideration  received  by  the  taxpayer 
for  the  property  disposed  of  and  the  elected  amount,  and  “it  is  reasonable  to  regard  any  part 
of  the  excess  as  a  benefit  that  the  taxpayer  desired  to  have  conferred  on  a  person  related  to 
the  taxpayer”  (other  than  a  wholly-owned  corporation),  the  elected  amount  is  deemed  to  be 
the  amount  otherwise  elected  plus  that  part  of  the  excess  that  may  reasonably  be  regarded  as 
a  benefit  that  the  taxpayer  desired  to  confer  on  a  related  person, 

if  FMV  >  greater  of  [B  +  PS  +  CS]  and  E  and  benefit,  then  Edeemed  =  E  +  benefit 
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Example 


Ct  =  100,  FMV  =  500,  B  =  200,  CS  =  100,  E  -  200,  benefit  =  200: 


Edeemed  400 


2.  Share  Consideration 

DALE  V.  THE  QUEEN, 

[1997]  2  C.T.C.  286,  97  D.T.C.  5252  (F.C.A.). 


PratteJ.A.  (dissenting): 

The  appellants  appeal  and  the  respondent  cross-appeals  from  judgments  of  the  Tax  Court 
of  Canada  allowing  in  part  the  appellants’  appeals  to  that  Court  from  the  reassessments  of  their 
1985  income  taxes. 

In  1985,  the  appellants,  who  are  father  and  son,  owned  23  of  the  26  issued  shares  of  the 
Dale  Corporation.  That  company  was  incorporated  by  Letters  Patent  under  the  Companies  Act  of 
Prince  Edward  Island  with  an  authorized  capital  of  $5,000.00  divided  into  50  shares  of  a  par 
value  of  $100.00.  The  appellants  also  owned  an  apartment  building  in  Halifax,  Nova  Scotia,  that 
they  wanted  to  sell  to  an  arm’s  length  purchaser.  They  knew  that,  if  the  sale  was  made  directly  to 
that  purchaser,  they  would  have  to  pay  substantial  tax  on  the  capital  gain  and  recapture  of  capital 
cost  allowance  that  they  would  realize.  In  order  to  avoid  that  unpleasant  result,  they  proposed  to 
take  advantage  of  subsection  83(2)  and  section  85  of  the  Income  Tax  Act.  Their  plan  was  to 
dispose  of  the  apartment  building  to  their  company  (it  had  sufficient  losses  to  offset  the  capital 
gain  and  recapture)  which,  in  return,  would  assume  the  mortgage  on  the  building  and  issue  to 
each  of  them  a  fully  paid  redeemable  preference  share  of  $1,142,702.00  on  which  the  company 
would,  after  having  sold  the  building  at  a  profit,  declare  a  tax  free  capital  dividend  of  $80,000.00 
under  subsection  83(2). 

The  appellants,  by  an  agreement  with  their  company  dated  December  30,  1985,  disposed 
of  their  apartment  building  in  consideration  of  the  assumption  of  the  mortgage  by  the  company 
and  the  issuance  to  each  of  them  of  a  fully  paid  preference  share  having  a  redemption  value  of 
$1,142,702.00.  The  signature  of  that  contract,  which  also  contained  a  clause  whereby  the  parties 
agreed  to  “do  and  perform  all  such  further  acts  ...  as  are  necessary  to  implement  this 
Agreement,”  had  been  authorized  by  the  shareholders  and  directors  of  the  company  who  had  also 
resolved,  at  the  same  time,  that  “the  Company  make  application  through  its  solicitors  for 
amendment  to  the  Letters  Patent  of  the  Company”  to  increase  its  capital  stock  from  $5,000.00  to 
$6,000,000.00  so  as  to  enable  it  to  issue  the  two  preference  shares.  Anticipating  that  the 
Supplementary  Letters  Patent  would  be  obtained,  the  company  then  issued  a  fully  paid 
preference  share  certificate  to  each  of  the  appellants,  sold  the  building  at  a  profit  and 
immediately  declared  “a  dividend  out  of  its  Capital  Dividend  Account  pursuant  to  subsection 
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Chapter  16 

Capital  Gains  Stripping  and  Divisive  Reorganizations 


1.  Introduction 

CANADA  TAX  SERVICE,  “Section  55” 
(April  21,  1995). 


Purpose 

Subsections  55(2)  to  (5)  were  enacted  primarily  to  counter  transactions  known  as  “capital 
gain  strips”,  which  were  made  possible  because  of  the  effectively  tax-free  status  of  most 
intercorporate  dividends.  For  example,  prior  to  the  enactment  of  subsection  55(2),  a  corporation 
that  desired  to  sell  its  shares  in  another  corporation  could  first  receive  a  tax-free  dividend.  It 
would  then  sell  its  shares  at  a  price  reduced  by  the  amount  of  the  dividend,  thereby  decreasing 
the  capital  gain  which  would  otherwise  have  been  realized  had  the  sale  been  made  without  a 
dividend  being  declared.  A  seller  might  also  avoid  the  realization  of  capital  gains  on  other 
property  it  owned  by  transferring  the  property  to  the  purchasing  corporation  using  the  subsection 
85(1)  election  and  receiving  back  preferred  shares  with  a  redemption  price  equal  to  the  value  of 
the  transferred  property  but  with  a  low  paid-up  capital.  Most  of  the  proceeds  on  a  redemption  of 
the  shares  would  be  deemed  to  be  a  tax-free  dividend  in  the  hands  of  the  corporation.  In  each 
case,  of  course,  other  anti-avoidance  rules  might  apply. 

By  virtue  of  subsections  55(2)  to  (5),  an  intercorporate  dividend  will  be  deemed  generally 
to  be  proceeds  of  disposition  of  shares  or  a  capital  gain  where  the  dividend  would  result  in  a 
significant  reduction  in  the  portion  of  the  capital  gain  attributable  to  anything  other  than  income 
earned  or  realized  by  any  corporation  after  1971. 

Former  subsection  55(1)  was  an  anti-avoidance  provision  which  directed  that  where  the 
result  of  one  or  more  transaetions  was  that  a  taxpayer  disposed  of  property  under  circumstances 
such  that  he  could  reasonably  be  considered  to  have  artificially  or  unduly  reduced  the  gain,  or 
created  or  increased  the  loss,  from  the  disposition,  his  gain  or  loss  was  required  to  be  computed 
as  if  it  had  not  been  so  artificially  reduced  or  increased.  As  indicated  below,  subsection  55(1) 
was  repealed  upon  the  enactment  of  the  general  anti-avoidance  rule  in  section  245. 
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Application 


Deemed  Proceeds  or  Capital  Gain 

Circumstances  in  Which  Subsection  55(2)  Will  Apply 

Subsection  55(2)  will  deem  a  dividend  received  by  a  corporation  to  be  a  capital  gain  or 
proceeds  of  disposition  (other  than  the  portion  subject  to  Part  IV  tax  that  is  not  refunded  as  a 
consequence  of  the  payment  of  a  dividend  to  a  corporation  where  the  payment  is  part  of  the 
series  of  transactions  or  events)  under  the  following  circumstances: 

(a)  the  taxpayer  was  a  corporation  resident  in  Canada; 

(b)  the  taxpayer  received  after  April  21,  1980  a  taxable  dividend  in  respect  of  which  it 
was  entitled  to  a  deduction  under  subsection  112(1)  (corporations  generally)  or 
subsection  138(6)  (life  insurers); 

(c)  the  taxable  dividend  was  received  as  part  of  a  transaction  or  event  or  a  series  of 
transactions  or  events  (other  than  as  part  of  a  series  of  transactions  or  events  that 
commenced  before  April  22,  1980); 

(d)  one  of  the  purposes  of  such  transaction,  event  or  series  of  transactions  or  events  (or, 
in  the  case  of  a  deemed  dividend  under  subsection  84(3),  one  of  the  results)  was  to 
effect  a  significant  reduction  in  the  portion  of  the  capital  gain  that,  but  for  the 
dividend,  would  have  been  realized  on  a  disposition  at  fair  market  value  of  any  share 
of  capital  stock  immediately  before  the  dividend;  and 

(e)  such  portion  of  the  capital  gain  could  reasonably  be  attributable  to  anything  other 
than  income  earned  or  realized  by  any  corporation  after  1971  and  before  the 
transaction  or  event  or  the  commencement  of  the  series  of  transactions  or  events 
referred  to  in  paragraph  55(3)(a). 

It  should  be  noted  that  subsection  55(3)  provides  certain  exceptions  to  the  application  of 
subsection  55(2)  which  also  must  be  taken  into  account.  See  below  under  “Exceptions  to 
Subsection  55(2)”. 

Taxable  Dividend 

The  dividend  referred  to  in  subsection  55(2)  may  be  an  ordinary  taxable  dividend  or  may 
be  a  deemed  dividend  pursuant  to  section  84  of  the  Act.  As  dividends  paid  out  of  the  capital 
dividend  account .  .  .  are  not  taxable  dividends,  subsection  55(2)  would  not  be  applicable. 
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Part  of  a  Transaction  or  Series  of  Transactions 

The  rules  only  refer  to  dividends  received  after  April  21,  1980  and  do  not  apply  to  a 
dividend  if  it  is  part  of  a  series  of  transactions  that  started  before  April  22,  1980.  However, 
where  a  dividend  was  received  or  the  series  of  transactions  started  before  that  date  as  a  part  of  a 
transaction  or  series  of  transactions  that  would  artificially  or  unduly  reduce  a  capital  gain,  the 
transaction  might  fall  under  former  subsection  55(1)  (discussed  below). 

Purpose  and  Result  Tests 

Subsection  55(2)  will  apply  to  an  intercorporate  dividend  if  it  is  shown  that  one  of  the 
purposes  of  the  transaction  or  event  or  series  of  transactions  or  events  was  to  effect  a  significant 
reduction  in  the  particular  portion  of  the  capital  gain  that  would  otherwise  have  been  realized. 
Thus,  the  taxpayer  must  demonstrate  that  none  of  the  purposes  of  the  transaction  was  to  effect 
the  reduction  of  the  capital  gain.  It  will  apparently  not  be  sufficient  for  the  taxpayer  to  show  that 
the  main  purpose  of  the  transaction  was  a  business  purpose. 

In  the  case  of  a  deemed  dividend  under  subsection  84(3),  it  merely  need  be  shown  that 
one  of  the  results  of  the  transaction  or  series  of  transactions  was  the  reduction  of  the  capital  gain. 
This  is  an  objective  test  which  can  be  established  without  reference  to  the  intention  of  the 
parties. 

Significant  Reduction 

In  most  cases,  the  Department  suggests  that  “a  significant  reduction  in  the  portion  of  the 
capital  gain”  will  be  measured  on  a  dollar  rather  than  on  a  percentage  basis. 

Capital  Gains  Attributable  to  Post-1971  Income 

Subsection  55(2)  does  not  apply  to  a  dividend  that  effects  a  reduction  in  a  capital  gain 
that  is  attributable  to  income  earned  after  1971.  It  would  appear  that  “income”  in  subsection 
55(2)  refers  to  income  determined  under  the  Act.  However,  the  Department  takes  the  position 
that  in  order  to  pay  a  dividend  out  of  post-1971  earnings  which  does  not  offend  subsection  55(2) 
(often  referred  to  as  a  “safe  dividend”),  sueh  income  [referred  to  as  “safe  income”]  must  in  fact 
be  “retained  in  the  corporation”.  It  is  thus  necessary  to  calculate  income  for  the  relevant  years, 
and  then  deduct  from  that  amount  taxes  (ineluding  provincial  taxes),  charitable  donations, 
dividends  previously  paid  (except  non-taxable  dividends  such  as  those  paid  out  of .  .  .  the  capital 
dividend  account)  and  non-allowable  expenses  .... 

Owing  to  the  operation  of  paragraph  55(5)(c),  the  post- 1971  income  of  a  private 
eorporation  is  also  to  be  calculated  on  the  assumption  that  no  amounts  were  deductible  for 
inventory  allowance  (former  para  20(1  )(gg))  or  the  additional  allowance  for  scientific  research 
(sec  37.1). 


*  +  * 
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The  calculation  of  post- 1971  income  commences  with  the  later  of  January  1,  1972  and 
the  date  of  acquisition  of  the  shares  and  continues  until  [the  “safe-income  determination  time” 
as  defined  in  subsection  55(1)]. 


*  ♦  * 

It  should  also  be  noted  that  prior  to  amendments  to  the  Act  in  1983,  the  holding  period 
commenced  with  the  later  of  January  1,  1972  and  the  date  of  acquisition  and  possibly  continued 
until  the  declaration  of  the  dividend  itself.  However,  with  effect  for  dividends  received  after 
November  12,  1981,  the  income  of  a  corporation  earned  or  realized  subsequent  to  the  transaction 
or  event  or  commencement  of  the  series  of  transactions  or  events  referred  to  in  paragraph 
55(3)(a)  cannot  be  used  to  reduce  the  tax  liability  resulting  from  the  application  of  subsection 
55(2). 


The  word  “any”  in  the  phrase  “income  earned  or  realized  by  any  corporation”  apparently 
is  intended  to  permit  the  consolidation  of  post- 1971  income  within  a  corporate  group.  Generally, 
such  consolidation  will  only  be  permitted  between  the  corporate  group’s  parent  and  its 
subsidiaries,  but  the  Department  has  indicated  that  consideration  will  be  given  to  including  in  the 
consolidation  the  post- 1971  income  of  any  corporation  over  which  the  parent  may  exercise 
significant  influence  with  respect  to  its  operating  and  financial  decisions,  even  though  the  parent 
does  not  legally  control  the  corporation.  If  a  subsidiary  is  wound-up  under  subsection  88(1),  its 
post- 1971  income  (or  losses)  will  be  considered  to  flow  through  to  the  parent. 

Paragraph  55(5)(a)  provides  that  the  portion  of  any  capital  gain  attributable  to  any 
income  expected  to  be  earned  or  realized  by  a  corporation  after  the  receipt  of  the  dividend  is 
deemed  for  greater  certainty  to  be  a  portion  of  the  capital  gain  attributable  to  anything  other  than 
post- 1971  income.  This  would  indicate  that  the  value  of  goodwill  in  a  corporation  derived  from 
the  capitalization  of  anticipated  future  income,  if  distributed  as  a  dividend,  would  be  caught  by 
subsection  55(2)  and  treated  as  a  capital  gain. 

As  a  general  rule,  the  official  view  is,  therefore,  that  a  portion  of  a  gain  “that  is 
attributable  to  anything  other  than  income  earned  or  realized  after  1971”  is  that  part  of  the  value 
of  the  shares  that  is  attributable  to  unrealized  and  untaxed  appraisal  and  accounting  surpluses  of 
a  corporation  (net  of  unrealized  appraisal  and  accounting  losses).  It  would  include,  among  other 
things,  appreciation  of  assets  and  goodwill  related  to  future  earnings. 

Dividends  Subject  to  Part  IV  Tax 

Prior  to  amendments  to  the  Act  in  1983,  subsection  55(2)  did  not  apply  to  any  portion  of 
the  dividend  subject  to  tax  under  Part  IV  of  the  Act.  .  .  .  With  respect  to  dividends  received  after 
November  12,  1981,  the  above  exception  to  subsection  55(2)  only  applies  if  the  Part  IV  tax  paid 

Applicable  for  dividends  received  after  June  20,  1996,  subsection  55(2)  and  the  definition  of  “safe-income 
determination  time”  in  subsection  55(1)  stipulate  that  the  cutoff  time  for  determining  safe  income  is  the  earlier  of 
the  time  that  is  immediately  after  the  earliest  disposition  or  increase  in  interest  described  in  any  of  new 
subparagraphs  55(3)(a)(i)  to  (v)  and  the  time  that  is  immediately  before  the  earliest  time  that  a  dividend  is  paid  as 
part  of  the  transaction,  event  or  series.  [DGD] 
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on  the  dividend  is  not  refunded  as  a  consequence  of  the  payment  of  a  dividend  to  a  corporation 
where  the  payment  is  part  of  the  series  of  transactions  or  events.  Presumably,  this  exception  will 
still  apply  where  the  refund  of  Part  IV  tax  is  due  to  the  payment  of  a  dividend  to  an  individual,  or 
the  payment  of  a  dividend  to  a  corporation  was  not  part  of  the  series  of  transactions  or  events. 

Allocation  of  Post-1971  Income  to  Shares 

Each  share  of  a  corporation  is  apparently  only  regarded  as  entitled  to  its  proportionate 
share  of  the  post- 1971  income  of  the  corporation  during  the  relevant  holding  period  of  the  share. 
Thus,  a  shareholder  holding  50  per  cent  of  the  shares  in  a  corporation  is  presumably  only 
“entitled”  to  50  per  cent  of  the  post- 1971  income  during  the  relevant  holding  period,  out  of 
which  a  safe  dividend  can  be  paid. 

If  a  corporation  has  different  classes  of  shares,  it  appears  that  income  would  be 
considered  to  be  attributable  to  each  particular  class  in  the  same  ratio  in  which  each  class  would 
be  entitled  if  all  earnings  of  the  corporation,  but  not  share  capital,  were  to  be  distributed. 

Timing  of  Deemed  Capital  Gain 

Where  a  dividend  is  subject  to  subsection  55(2)  and  the  shares  are  disposed  of,  paragraph 
55(2)(b)  deems  the  dividend  to  be  proceeds  of  disposition  and  the  resulting  gain  will  be  taxed  in 
the  year  of  disposition.  Where  the  shares  are  not  disposed  of,  paragraph  55(2)(c)  deems  the 
dividend  to  be  a  gain  in  the  taxation  year  in  which  the  dividends  are  received  from  the 
disposition  of  capital  property. 

Dividends  already  treated  as  gain  under  paragraph  55(2)(c)  apparently  will  not  be  treated 
as  additional  proceeds  of  disposition  under  paragraph  55(2)(b)  at  the  time  the  shares  are  disposed 
of 


The  Department  has  stated  that  where  it  is  possible  to  link  a  series  of  transactions  or 
events,  (ie  the  payment  of  a  dividend  and  the  eventual  disposition  of  the  shares)  and  all  the 
shares  are  disposed  of,  even  a  dividend  that  was  paid  in  a  statute-barred  year  will  be  assessable 
under  paragraph  55(2)(b). 


♦  ♦  * 

Consequences  of  the  Application  of  Subsection  55(2) 

If  a  dividend  is  subject  to  subsection  55(2),  the  whole  dividend  is  affected  (except  the 
amount  subject  to  tax  under  Part  IV  of  the  Act  that  is  not  refunded  as  a  consequence  of  the 
payment  of  a  dividend  to  a  corporation  where  the  payment  is  part  of  the  series  of  transactions  or 
events)  and  not  just  the  portion  that  has  significantly  reduced  the  portion  of  the  gain  attributable 
to  anything  other  than  income  earned  or  realized  after  1971. 

It  should  also  be  noted  that  if  the  corporation  has  not  disposed  of  the  shares  and 
subsection  55(2)  applies,  the  corporation  will  not  be  entitled  to  deduct  or  otherwise  receive 
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recognition  for  the  adjusted  cost  base  of  its  shares  and  the  entire  amount  of  the  dividend  will 
result  in  a  capital  gain. 

The  risks  that  subsection  55(2)  creates  can  be  reduced  in  one  of  two  ways.  First,  a  series 
of  dividends  can  be  paid  instead  of  one  large  dividend.  If  this  is  not  possible,  paragraph  55(5)(f) 
permits  a  corporation  to  designate  in  its  return  for  the  taxation  year  during  which  the  dividend 
was  received  any  portion  of  the  taxable  dividend  to  be  a  separate  taxable  dividend.  The  amount 
by  which  the  portion  of  the  dividend  that  is  a  taxable  dividend  exceeds  the  portion  designated  is 
then  deemed  to  be  a  separate  taxable  dividend.  In  effect,  only  those  dividends  not  paid  out  of 
post- 1971  income  will  be  deemed  to  be  proceeds  of  disposition  or  capital  gain,  and  the 
remaining  dividends  will  be  treated  as  intercorporate  dividends. 

Former  Subsection  55(1) 

As  a  consequence  of  the  enactment  of  the  general  anti-avoidance  rule  in  section  245,  the 
specific  anti-avoidance  provision  in  former  subsection  55(1)  was  considered  to  be  no  longer 
necessary.  Subsection  55(1)  was  therefore  repealed,  applicable  with  respect  to  transactions 
entered  into  on  or  after  September  13,  1988  other  than: 

(a)  transactions  that  are  part  of  a  series  of  transactions  (determined  without  reference  to 
the  deeming  provision  in  subsection  248(10))  commencing  before  September  13, 
1988  and  completed  before  1989;  or 

(b)  any  one  or  more  transactions  entered  into  by  a  taxpayer  in  the  course  of  an 
arrangement  and  in  respect  of  which  the  taxpayer  received  from  the  Department  of 
National  Revenue,  before  April  13,  1988,  a  confirmation  or  opinion  in  writing  with 
respect  to  the  tax  consequences  thereof,  provided  that  one  of  the  transactions  was 
entered  into  before  that  date. 


*  *  * 

Former  subsection  55(1)  was  applicable  only  for  the  purposes  of  subdivision  (c).  On  the 
other  hand,  former  sections  245  and  246,  which  dealt  with  tax  evasion  and  tax  avoidance 
generally,  were  applicable  for  the  purposes  of  the  entire  Act,  and  hence  for  the  purposes  of 
subdivision  (c)  as  well.  In  particular,  former  paragraph  245(2)(c)  could  operate  to  deem  a 
disposition  by  way  of  gift  to  have  occurred  in  certain  circumstances,  in  which  case  the  donor  was 
deemed,  by  virtue  of  subparagraph  69(l)(b)(ii),  to  have  disposed  of  the  property  for  proceeds 
equal  to  its  fair  market  value. 

In  principle,  a  provision  such  as  former  subsection  55(1)  was  only  applicable  where  one 
could  predicate,  by  looking  at  the  overt  acts  by  which  a  taxpayer  disposed  of  property  through 
one  or  more  sales,  exchanges,  declarations  of  trust  or  other  transactions,  that  these  were 
implemented  in  their  particular  way  in  order  to  artificially  or  unduly  reduce  the  gain,  or  create  or 
increase  the  loss,  from  the  disposition.  If  the  overt  acts  by  which  such  transactions  were  carried 
out  were  capable  of  explanation  by  reference  to  ordinary  business  dealings,  without  necessarily 
being  labelled  as  a  means  of  avoiding  tax,  former  subsection  55(1)  should  not  have  applied. 
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Former  subsection  55(1)  never  had  the  consequence  of  deeming  a  property  to  be  disposed 
of.  Rather,  it  took  effect  once  a  disposition  of  property  occurred,  or  was  deemed  to  occur  by 
another  provision  of  the  Act.  In  addition,  it  had  no  application  where  the  result  of  one  or  more 
transactions  was  that  a  taxpayer  acquired  property  at  an  artificially  or  unduly  high  cost. 

The  result  of  the  application  of  former  subsection  55(1)  was  that  the  taxpayer’s  gain  or 
loss  from  the  disposition  of  the  property  was  computed  as  if  the  artificial  or  undue  reduction  of 
his  gain,  or  creation  or  increase  of  his  loss,  had  not  occurred.  This  did  not  affect  the  legal  validity 
of  the  transaction  or  transactions  as  between  the  parties,  or  as  regards  third  persons.  It  merely 
nullified  the  artificial  tax  consequences  of  the  transaction.  Furthermore,  the  cost  of  the  property 
to  the  person  who  acquired  it  remained  unaffected. 

Former  subsection  55(1)  was,  if  anything,  closer  to  analogous  provisions  which  have 
been  applied  in  the  United  Kingdom  (sec  28  of  the  Finance  Act,  1960)  and  Australia  (sec  260  of 
the  Income  Tax  Assessment  Act)  than  was  section  137  of  the  former  Act.  See  the  leading 
decisions  under  the  British  and  Australian  provisions,  and  in  particular,  CIR  v  Brebner,  [  1 967]  1 
All  ER  779;  Newton  v  Commissioner  of  Taxation,  [1958]  AC  450;  Hancock  v  Commissioner  of 
Taxation  (1959-1961),  108  CLR  259;  Bell  v  Federal  Commissioner  of  Taxation  (1951-53),  87 
CLR  548. 


♦  *  ♦ 


David  G.  Duff,  “Capital  Gains  Stripping” 


Example  1 

X  wishes  to  sell  capital  property  to  Y  while  deferring  the  gain.  The  adjusted  cost  base  (ACB)  of 
the  property  is  $  1 00.  The  fair  market  value  (FMV)  is  $200. 


Step  1 

X  rolls  the  property  into  A  Corporation  in  exchange  for  common  shares  of  A  Corporation,  and 
both  elect  an  amount  of  $100.  Pursuant  to  paragraph  85(l)(a),  the  elected  amount  becomes  the 
proceeds  to  X  (so  that  there  is  no  gain)  and  the  cost  of  the  property  to  A  Corporation.  Pursuant 
to  paragraph  85(1  )(h),  the  cost  of  the  common  shares  of  A  Corporation  to  X  is  $100. 


ACB  A  shares  “$100 
FMVa  shares  =  $200 


ACBproperty  —  $  1 00 
FMVproperty  $200 
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Step  2 


X  rolls  the  A  Corporation  shares  into  B  Corporation  in  exchange  for  common  shares  of  B 
Corporation,  and  elects  an  amount  of  $100.  Pursuant  to  paragraph  85(1  )(a),  the  elected  amount 
becomes  the  proceeds  to  X  (so  that  there  is  no  gain  on  the  disposition  of  the  property)  and  the 
cost  of  the  A  Corporation  shares  to  B  Corporation.  Pursuant  to  paragraph  85(1  )(h),  the  cost  of 
the  common  shares  of  B  Corporation  to  X  is  $100. 


ACBb  shares  —  $  1 00 
FMVb  shares  =  $200 


ACBa  shares  —  $  1 00 
FMVa  shares  “  $200 


ACBproperty  —  $  1 00 

FM Vproperty  “  $200 


Step  3 

A  Corporation  borrows  $100  from  Y  and  pays  a  dividend  to  B  Corporation.  Although  taxable 
under  subsection  82(1)  and  paragraph  12(l)(j),  the  amount  of  the  dividend  is  deductible  under 
subsection  1 12(1).  Since  B  Corporation  controls  A  Corporation,  the  dividend  is  not  subject  to 
tax  under  Part  IV  of  the  Act. 

X  ACBb  shares  =  $100 
FMVb  shares  =  $200 


ACBa  shares  $100 
FM  V A  shares  =  $100 

Cash  =  $100 


ACBproperty  —  $  1 00 
FMVproperty  =  $200 

Liabilities  =  $100 


(2)  $100 
dividend 


Y- 


(1)$100  loan 


©  David  G.  Duff 


918 


Step  4 


B  Corporation  sells  shares  of  A  Corporation  to  Y  for  $100.  Because  the  proceeds  are  the  same 
as  the  ACB  of  the  A  shares,  B  Corporation  does  not  realize  a  gain  on  the  sale  of  the  A  shares.  X 
has  effectively  disposed  of  the  property  and  has  deferred  tax  on  the  gain  until  a  dividend  is 
received  form  B  Corporation. 


$100 


/  A  shares  \  \ 

ACBa  shares  =  $  1  N, 

X 

FMVa  shares  =  $100  \^\ 

ACBproperty  $  1 00 
FMVproperty  ~  $200 

A 

B 

Liabilities  =  $100 

ACBb  shares  —  $  1 00 
FMVb  shares  =  $200 


Cash  =  $200 


Example  2 

X  Corporation  wishes  to  sell  capital  property  to  Y  while  deferring  the  gain.  The  adjusted  cost 
base  (ACB)  of  the  property  is  $100.  The  fair  market  value  (FMV)  is  $200. 

Step  1 

X  Corporation  rolls  the  property  into  Subco  in  exchange  for  common  shares  of  Subco,  and  both 
corporations  elect  an  amount  of  $100.  Pursuant  to  paragraph  85(1  )(a),  the  elected  amount 
becomes  the  proceeds  to  X  Corporation  (so  that  there  is  no  gain  on  the  disposition  of  the 
property)  and  the  cost  of  the  property  to  Subco.  Pursuant  to  paragraph  85(1  )(h),  the  cost  of  the 
common  shares  of  Subco  to  X  Corporation  is  $100. 


ACBsubco  shares  $  1 00 
FMVsubco  shares  =  $200 


ACB  Property  ~  $100 

FMVproperty  $200 
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Step  2 


Subco  borrows  $100  from  Y  and  pays  a  dividend  to  X  Corporation.  Although  taxable  under 
subsection  82(1)  and  paragraph  12(1)0),  the  amount  of  the  dividend  is  deductible  under 
subsection  112(1).  Since  X  Corporation  controls  Subco,  the  dividend  is  not  subject  to  tax  under 
Part  IV  of  the  Act. 


(2)  $100 
dividend 


Y 


{ 1 )  $  1 00  loan 


ACBsubco  shares  5 1 1)0 
FMVsubco  shares  =  $100 
Cash  =  $100 


Subco 


A- 


ACBproperty  =  $100 
FMVproperty  =  $200 

Liabilities  =  $100 


Step  3 

X  Corporation  sells  shares  of  Subco  to  Y  for  $100.  Because  the  proceeds  are  the  same  as  the 
ACB  of  the  Subco  shares,  X  Corporation  does  not  realize  a  gain  on  the  sale  of  the  A  shares.  X 
Corporation  has  effectively  disposed  of  the  property  and  has  deferred  tax  on  the  gain. 


Subco  shares 


$100 


ACBa  shares  —  $  1 00 
FM V A  shares  =  $100 


Subco 


ACBproperty  —  $  1 00 
FMVproperty  =  $200 

Liabilities  =$100 


Cash  =  $200 
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Example  3 

X  Corporation  wishes  to  sell  capital  property  to  Y  Corporation  while  deferring  the  gain.  The 
adjusted  cost  base  (ACB)  of  the  property  is  $100.  The  fair  market  value  (FMV)  is  $200. 


Step  1 

Y  Corporation  incorporates  a  third  company  A  to  acquire  the  property  from  X  Corporation. 


A 


Step  2 

Corporation  X  rolls  the  property  into  A  Corporation  in  exchange  for  voting  preferred  shares 
redeemable  for  $200.  The  paid-up  capital  of  the  preferred  shares  is  $100.  The  voting  rights 
attached  to  the  preferred  shares  constitute  more  than  1 0%  of  the  voting  rights  of  A  Corporation 
under  all  circumstances.  The  fair  market  value  of  the  preferred  shares  ($200)  is  more  than  1 0% 
of  the  fair  market  value  of  all  the  issued  shares  of  A  Corporation. 

X  and  A  Corporation  elect  an  amount  of  $100  on  the  rollover.  Pursuant  to  paragraph  85(l)(a), 
the  elected  amount  becomes  the  proceeds  to  X  Corporation  (so  that  there  is  no  gain  on  the 
disposition  of  the  property)  and  the  cost  of  the  property  to  A  Corporation.  Pursuant  to  paragraph 
85(1  )(g),  the  cost  of  the  preferred  shares  of  A  Corporation  to  X  Corporation  is  $100. 
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Step  3 


X  Corporation  redeems  the  preferred  shares  for  $200,  resulting  in  a  deemed  dividend  under 
subsection  84(3).  Although  taxable  under  subsection  82(1)  and  paragraph  12(l)(j),  the  amount 
of  the  dividend  is  deductible  under  subsection  112(1).  Since  X  Corporation  is  connected  with  A 
Corporation  according  to  paragraph  186(4)(b),  the  dividend  is  not  subject  to  tax  under  Part  IV  of 
the  Act. 


2.  Series  of  Transactions 

454538  ONTARIO  LTD.  v.  MINISTER  OF  NATIONAL  REVENUE, 

[1993]  1  C.T.C.  2746,  93  D.T.C.  427  (T.C.C.). 

Sarchuk,  T.C.C.J.: 

This  is  an  appeal  by  454538  Ontario  Ltd.  (538)  from  an  assessment  of  tax  with  respect  to 
its  1981  taxation  year.  An  appeal  by  454539  Ontario  Ltd.  (539)  from  an  assessment  of  tax  for  the 
same  year  is  also  before  the  Court.  The  issues  are  identical  and  counsel  agreed  that  the  testimony 
and  submissions  presented  herein  will,  without  exception,  apply  to  539  as  well. 

The  issue  arose  as  follows.  Tri-M  Rock  Drilling  Accessories  Ltd.  (Tri-M)  was  a  company 
incorporated  on  March  26,  1 969  under  the  laws  of  the  Province  of  Ontario.  At  all  material  times 
up  to  and  including  November  3,  1980  its  shareholders  were  Mauro  Mazzocca  (Mauro), 
Romantino  Mazzocca  (Romantino)  and  Terrence  Manley  (Manley),  each  of  whom  was  issued  a 
total  of  4,000  common  shares. 

On  August  21,  1980,  538  and  539  were  incorporated  by  Romantino  and  Mauro 
respectively. 

On  November  3,  1980  Ronald  J.  Farano,  Q.C.  (Farano),  as  trustee  on  behalf  of  461047 
Ontario  Ltd.  (461),  made  an  offer  to  purchase  Manley’s  shares  for  an  aggregate  purchase  price  of 
$500,000,  conditional  upon  the  sale  of  all  of  the  outstanding  shares  of  Tri-M  to  an  undisclosed 
third  party  on  December  10,  1980. 
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Finally,  I  fail  to  see  how  the  discussions  between  Falconbridge  and  Placer  of  safe  income 
could  somehow  bring  Placer  within  the  ambit  of  subsection  55(2)  of  the  Act.  The  discussions  of 
safe  income  that  occurred  do  not  establish  that  one  of  the  purposes  of  the  transaction  was  to 
effect  a  significant  reduction  in  capital  gain.  What  they  do  establish  is  that  the  parties  were  aware 
that  subsection  55(2)  does  not  apply  to  dividends  attributable  to  safe  income.  Cognizance  of  the 
fact  that  Placer  was  entitled  to  reduce  significantly  the  capital  gain  otherwise  realizable  on  the 
transaction,  to  the  extent  that  the  dividend  payment  could  be  attributed  to  safe  income,  cannot  be 
equated  with  a  tax-avoidance  purpose  on  the  part  of  Placer.  Indeed,  it  was  not  until  after  the 
transaction  was  completed  that  an  outside  accounting  firm  to  Placer  stumbled  across  the  legal 
argument  (and  adroitly  so)  that  the  entire  amount  of  the  dividends  might  be  held  to  be  tax-free 
and  not  just  the  amount  that  related  to  safe  income. 

VI.  Conclusion 

For  the  above  reasons  I  would  dismiss  the  appeal  with  costs. 


Appeal  dismissed. 


4.  Safe  Income 


(1)  Introduction 

Robert  J.L.  Read,  C.A.,  Director  General,  Specialty  Ruling  Directorate,  Revenue  Canada, 
“Section  55:  A  Review  of  Current  Issues”  1988  Conference  Report. 

Safe  Income 

The  Definition  and  Time  of  the  Calculation 

Paragraphs  55(5)(b),  (c),  and  (d)  define  “income  earned  or  realized  by  a  corporation”  for 
purposes  of  subsection  55(2).  “Income  earned  or  realized”  or  “safe  income”  with  respect  to  a 
share  of  a  corporation  refers  to  the  income  earned  by  any  corporation  during  the  holding  period 
of  a  particular  share  of  a  corporation  that  can  reasonably  be  considered  to  be  allocable  to  that 
share  in  the  particular  circumstances.  “Safe  income  on  hand”  at  a  particular  time  with  respect  to 
a  share  of  a  corporation  held  by  a  particular  shareholder  is  the  portion  of  the  income  earned  or 
realized  by  any  corporation  (safe  income)  during  the  relevant  period  of  time  that  could 
reasonably  be  considered  to  attribute  to  the  capital  gain  that  would  be  realized  on  a  disposition  at 
fair  market  value  of  the  share  at  that  time.  A  “safe  dividend”  is  a  dividend  paid  on  a  share  that 
does  not  exceed  the  safe  income  on  hand  in  respect  of  that  share. 


©  David  G.  Duff 


943 


In  our  view  the  phrase  “income  earned  or  realized  by  any  corporation”  contemplates  the 
consolidation  of  safe  income.  Therefore,  the  safe  income  of  the  payer  would  have  already  been 
included  in  the  consolidated  safe  income  of  the  recipient,  to  the  extent  allocable  to  the  recipient’s 
shares  of  the  payer,  and  this  consolidated  safe  income  of  the  recipient  would  not  change  on 
declaration  or  payment  of  the  dividend  by  the  payer. 

Consolidation  of  Profits  and  Losses 

In  a  case  in  which  a  parent  corporation  owns  a  subsidiary,  the  safe  income  of  the  parent  is 
calculated  on  a  consolidated  basis  as  required  by  the  phrase  “income  earned  or  realized  by  any 
corporation”  in  the  preamble  of  subsection  55(2).  Therefore,  the  safe  income  of  the  subsidiary 
will  be  included  in  the  consolidated  safe  income  of  the  parent.  When  the  subsidiary  is  sold, 
however,  the  consolidated  safe  income  of  the  parent  as  restated  will  no  longer  include  the  safe 
income  of  the  subsidiary,  but  will  include  any  safe  income  resulting  from  the  gain  on  the  sale  of 
the  shares  of  the  subsidiary. 

Designations  Under  Paragraph  55(5)(f) 

Paragraph  55(5)(f)  entitles  a  corporation  that  is  a  recipient  of  a  dividend  to  designate  a 
portion  of  the  dividend  received  to  be  a  separate  taxable  dividend.  This  provision  was  enacted  to 
allow  a  taxpayer  uncertain  about  the  amount  of  safe  income  on  hand,  with  respect  to  the  shares 
on  which  dividends  were  received,  to  reduce  the  amount  of  a  dividend  that  might  be  subject  to 
subsection  55(2). 

A  description  of  [Revenue  Canada’s]  practice  with  respect  to  such  designations  was 
announced  in  our  1981  paper.  A  procedure  for  taking  advantage  of  this  practice  was  explained  in 
our  1 984  paper.  The  comments  in  both  papers  are  consistent  with  our  fundamental  view  that  the 
ability  to  make  a  designation  under  paragraph  55(5)(f)  does  not  relieve  the  dividend  recipient  of 
the  onus  imposed  by  the  self-assessment  system  to  report  as  a  gain  its  best  estimate  of  the 
amount  of  the  dividend  in  excess  of  safe  income. 


(2)  Calculation 

GESTION  JEAN-PAUL  CHAMPAGNE  INC.  v.  MINISTER  OF  NATIONAL  REVENUE, 
[1996]  2  C.T.C.  2537,  97  D.T.C.  155  (T.C.C.). 


Lamare-ProulXy  J.  T.  C.  C. : 

The  appellant  instituted  an  appeal  from  the  reassessment  made  by  the  Minister  of 
National  Revenue  (the  “Minister”)  on  March  30,  1987,  for  the  appellant’s  1983  taxation  year. 

The  reassessment  involves  the  application  of  subsection  55(2)  of  the  Income  Tax  Act  (the  “Act”). 

*  *  * 
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Revenue  Canada  to  possible  tax  problems  associated  with  safe  income.  The  Minister’s  policy 
argument  is  therefore  unfounded  in  this  scenario. 

Finally,  the  Minister’s  interpretation  of  paragraph  55(5)(f)  works  an  unjustified  or 
unreasonable  result.  Consider  the  situation  in  which  the  entire  dividend  is  attributable  to  safe 
income.  Assume,  for  example,  that  a  taxpayer  calculates  safe  income  at  $4  per  share  on  a 
dividend  of  $3  per  share;  hence,  no  designation  is  required.  If  by  chance  that  calculation  is 
wrong,  safe  income  might  actually  amount  to  $2  per  share  in  which  case  a  designation  would  be 
necessary  in  order  to  preserve  the  tax-free  character  of  that  part  of  the  dividend  which  is  covered 
by  safe  income.  On  the  Minister’s  view,  in  the  event  that  the  calculation  of  safe  income  in  our 
hypothetical  scenario  is  erroneous,  section  55  should  operate  so  as  to  re-characterize  the  whole 
dividend  as  taxable  capital  gains.  The  corporate  taxpayer  therefore  would  be  penalized  even 
though  initially  there  appeared  to  be  no  need  to  make  a  designation  under  paragraph  55(5)(f).  In 
my  opinion,  such  a  result  is  absurd.  The  Minister’s  approach  to  our  hypothetical  example 
produces  an  unwarranted  penal  consequence  which  is  not  supportable  in  law.  The  unreasonable 
nature  of  the  Minister’s  position  is  highlighted  by  the  faet  that  it  is  well  recognized  that  the  safe 
income  calculation  is  complex  and  controversial:  see  Placer  Dome  Inc.,  supra,  and  B.J.  Arnold, 
T.  Edgar  &  J.  Li,  Materials  on  Canadian  Income  Tax,  10th  ed.  (Toronto:  Carswell,  1993)  at 
126-21. 

In  conclusion,  it  is  my  opinion  that  Nassau  is  entitled  to  claim  the  benefit  of  paragraph 
55(5)(f)  of  the  Act.  That  right  arose  once  the  Minister  issued  the  notice  of  reassessment  and 
invoked  subsection  55(2).  In  other  words,  the  inference  that  Parliament  did  not  intend  to  accord 
relief  in  these  circumstances  has  been  rebutted.  Accordingly,  the  appeal  should  be  dismissed 
with  costs. 


5.  Exceptions 
(1)  Introduction 

DEPARTMENT  OF  FINANCE,  Technical  Notes  (November  1994). 

Subsection  55(2)  is  an  anti-avoidance  provision  directed  against  certain  arrangements 
designed  to  convert  a  capital  gain  on  a  disposition  of  shares  into  a  tax-free  dividend.  It  treats  the 
dividend  received  in  these  circumstances  either  as  a  capital  gain  or  as  proceeds  of  disposition 
that  are  taken  into  account  in  computing  a  capital  gain. 

Subsection  55(3)  provides  two  exceptions  to  this  rule.  The  first  applies  to  a  dividend 
received  as  part  of  a  series  of  transactions  or  events  that  does  not  result  in  a  disposition  of 
property  to,  or  a  significant  increase  in  the  interest  in  any  corporation  of,  any  person  who  deals  at 
arm’s  length  with  the  dividend  recipient.  The  second  exception  (referred  to  in  these  notes  as  the 
“butterfly  exemption”)  applies  to  a  dividend  received  in  the  course  of  a  reorganization  — 
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commonly  referred  to  as  a  butterfly  reorganization  —  in  which  property  of  a  corporation  is 
transferred  to  one  or  more  of  its  corporate  shareholders  with  each  transferee  corporation 
receiving  its  pro  rata  share,  based  on  the  fair  market  value  of  its  shares  of  the  transferor 
corporation,  of  each  type  of  property  so  transferred. 


(2)  Related-Party  Transactions 

DEPARTMENT  OF  FINANCE,  Technical  Notes  (November  1994). 

Paragraph  55(3)(a)  provides  an  exemption  from  the  application  of  subsection  55(2)  for 
dividends  received  in  certain  non-arm’s-length  situations.  Paragraph  55(3)(a)  is  amended, 
effective  for  dividends  received  after  February  21,  1994,  to  change  the  ann’s-length  test  to  a 
“related”  test.  The  main  reason  for  this  change  is  to  provide  greater  certainty  in  determining 
whether  subsection  55(2)  applies  in  specific  situations.  The  amended  rule  exempts  dividends 
received  as  part  of  a  series  of  transactions  or  events  that  does  not  result  in  a  disposition  of 
property  to,  or  a  significant  increase  in  the  interest  in  any  corporation  of,  any  person  who  is  not 
related  to  the  corporation  that  received  the  dividend.  Amendments  to  subsection  55(4)  and 
paragraph  55(5)(e)  ensure  that,  in  determining  whether  any  person  is  related  to  the  corporation 
that  received  the  dividend,  persons  will  be  considered  not  to  be  related  to  each  other  where 

•  they  are  related  as  a  result  of  any  transaction  or  series  of  transactions  one  of  the  main 
purposes  of  which  was  to  make  them  related  to  each  other  in  order  to  avoid  the 
application  of  subsection  55(2),  or 

•  one  is  the  brother  or  sister  of  the  other. 

These  rules  are  similar  to  the  existing  rules  for  determining  whether  two  or  more  persons  are 
considered  to  deal  with  each  other  at  arm’s  length.  A  new  rule  is  added  that  would  treat  persons 
as  being  unrelated  where  they  are  related  only  by  reason  of  a  right  referred  to  in  paragraph 
251(5)(b)  with  respect  to  shares.  In  addition,  a  person  will  be  considered  to  be  related  to  a  trust 
only  where 

•  the  person  is  related  to  each  beneficiary  (other  than  a  registered  charity)  who  is  or  may 
be  entitled  (otherwise  than  because  of  the  death  of  another  beneficiary)  to  share  in  the 
income  or  the  capital  of  the  trust,  or 

•  the  person  is  a  corporation  controlled  by  the  trust.  (See  new  subparagraphs  55(5)(e)(ii) 
and  (iii)). 

Where  a  beneficiary  under  a  personal  trust  acquires  property  on  a  capital  distribution  by  the 
trust,  the  benefieiary  will  be  considered,  in  respect  of  that  acquisition,  to  be  related  to  the  trust. 
(See  new  subparagraph  55(5)(e)(iii)). 
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